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High lights of our July tax panorama 
are papers presented at the Third An- 
nual West Virginia Tax Institute, held 
April 24-26, 1952, and sponsored by the 
West Virginia State Bar, the West 
Virginia Society of Certified Public 
Accountants and the Department of 
Economics and Business Administra- 
tion of West Virginia University. 


Among the noted authors and lec- 
turers on taxation who participated in 
the institute are George B. Lourie, 

30ston attorney; Maurice H. Rich, 
New York attorney and CPA; Wesley 
A. Dierberger, Indianapolis attorney ; 
William K. Carson, New York CPA; 
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THE TAXPAYER’S SON was in the armed 
forces and could not render any service as an employee in his 
father’s business. The father paid the son wages amounting to 
$3,000 which, pursuant to I. T. 3417, he deducted. The govern- 
ment contended that this ruling was invalid as it is inconsistent 
with the law providing for a deduction for salaries paid and 
services actually rendered. The ruling, however, was upheld in 
Berkshire Oil Company, CCH Dec. 16,125, 9 TC 903 (1947). The 
court there remarked that such payments have been given adminis- 
trative effect in regulations since 1920 and were declared to be 
still in force in 1940 when I. T. 3417 was issued and that, while 
not based on explicit statutory enactment, they qualify as a busi- 
ness expense. The ruling was again held to be good law in this 
case.—Kilpatrick v. U. S., 52-1 ustc J 9303 (DC N. Y.). 


W HERE an annual federal unemployment 
tax could easily be apportioned between prebankruptcy and post- 
bankruptcy wages without violating any policy of the tax statute, 
the court denied priority of payment to the government as an 
administrative expense and treated the taxes due prior to the 
filing of a petition for an arrangement proceeding as merely 
another business expense of the debtor.—Pomper v. U. S., CCH 
Bankruptcy Law Reports § 57,420 (CA-2). 


REAL PROPERTY ... How do you know 
when it is held “primarily for sale to*customers in the ordinary 
course of his trade or business?” The purpose or reason for 
acquisition of the property and, in disposing of it, the continuity 
of sales or sales activity, the number and frequency of sales—all 
are facts to be considered and all have a bearing on the solution 
of this problem. Consequently, a corporation whose principal 
activity consisted of leasing improved property and selling only 
when an opportunity presented itself would be brought under the 
“ordinary-course” test.—Schantz Corporation, CCH Dec. 18,931(M), 
11 TCM 424. 
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Bernc BROKE may be a cause for not pay- 
ing a tax, but it isn’t a reasonable cause for failing to file a declara- 
tion. The taxpayer was faced with a decision: He had just so 
much cash—should he pay it on his back year’s tax arrears or use 
this cash for payment of the current year’s installment on his 
estimated tax? He paid on the arrears and let both the current 
tax and the declaration go. 


Taxpayers may not, in marshaling their debts, consign their 
federal tax obligations to the bottom of the list. Taxes may 
seem oppressive and in derogation of absolute personal rights, 
but taxes must be paid if governments are to endure.—Bouche, 


CCH Dec. 18,932, 18 TC —, No. 20. 


“We RECOGNIZE the high purposes of 
the Congress to curb a present and a growing evil. A person 
would indeed be blind today if he were not to recognize that the 
great increase in gambling and forms of related vice has reached 
a stage that unless controlled or curtailed will undermine the 
very pillars of our social order and sap the very lifeblood of our 
National body. 


“While the desire to curb the underworld activities is a 
wholesome tribute to our fundamental aspirations, if the funda- 
mental principles claimed by the federal government in this par- 
ticular case were given the highest Judicial approval, future acts 
of government in a field not so free from improper motives, would 
enable the Central Government to regulate our lives from the 
cradle to the grave. The remedy would be far worse than the 
disease.” 


In a few words, the new gamblers’ tax is unconstitutional.— 


U.S. v. Kahriger, 52-1 ustc J 9309 (DC Penn.). 


CAPITAL GAINS TAX was incurred on 
profit from the sale of certain trust investments. The trust 
agreement provided that all taxes should be paid out of the 
income from the principal. The question was whether the tax 
should be charged against the income or the corpus. In con- 
struing similar provisions in leases as applied to inheritance taxes 
and income tax on rentals, the tax has been placed where the 
substantial benefit was received, which here would be upon the 
corpus. However, the court followed the directions in the trusts 
and charged the taxes against the income of the trusts.—United 
States Trust Company of New York v. Jones, CCH Trust anp 
Estate Law Reports § 44,355 (Ill. App. Ct., Ist Dist.). 


Interpretations 403 








WHERE the question of capital gains in- 
come v. ordinary income stems from a contract, two questions 
must be resolved: One, is the contract property, and the other, 
is there a sale of property? Not all property rights constitute 
capital assets. See McFall, CCH Dec. 9258, 34 BTA 108 (1936) ; 
Gann, CCH Dec. 11,004, 41 BTA 388 (1940) ; General Artists Cor- 
poration, CCH Dec. 18,846, 17 TC —, No. 187 (1952) ; Remington, 
CCH Dec. 15,924, 9 TC 99 (1947); Hort v. Commissioner, 41-1 
ustc J 9354, 313 U. S. 28. Amounts received for the termination 
of an exclusive license were capital gains income.—Starr Brothers, 
Inc., CCH Dec. 18,933, 18 TC —, No. 21, (1952). Based on Jones 
v. Corbyn, 51-1 ustc 9117, 186 F. (2d) 450 (CA-10) ; Smoak, 
CCH Dec. 11,705, 43 BTA 907 (1941). 


In 1947, 14 movie writers, three directors, 
one actor and one assistant producer were subpoenaed to testify 
before the Committee on Un-American Activities. They con- 
tributed in proportion to their earnings to a fund which was 
used to pay the fees and expenses of attorneys employed “to 
represent and advise them with reference to their rights and 
duties as witnesses . . . and also to aid in preventing a threat- 
ened blacklisting whereby [they] . . . would be denied future 
employment in the industry.” One of the writers, Salt, CCH 
Dec. 18,943, 18 TC —, No. 24, deducted the amount he con- 
tributed to the fund and an additional sum for travel and hotel 
expenses. The travel and hotel expenses were disallowed. Salt’s 
contribution to the attorney-fee fund was allowed. The legal 
expense was reasonable; it was ordinary. 


Commissioner might not acquiesce in this case. He raised 
the point that the fund was not used for the purpose of merely 
lobbying or influencing legislation but for the purpose of directly 
opposing and resisting the actual investigative function of a 
Congressional committee. 


A CONTRIBUTION by a corporation to a 
trust fund for the exclusive benefit of needy employees is a 


charitable contribution—Moss Tie Company, CCH Dec. 18,945, 
18 TC —, No. 25. 


W HERE a corporation return must be sworn 
to by the president and vice-president or other principal officials 
and by the treasurer, assistant treasurer and the chief accounting 
official, signatures of the other officials of the corporation are 
not acceptable as substitutions therefor. 
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Washington Tax Talk 


Solons Seek Tax Deductions . . . 


Install New Illinois BIR Officials 





The Congress 


House agproval has been given to an in- 
nocent-looking amendment to the 1953 Legisla- 
tive Branch Appropriation Bill. If approved 
by the Senate, the amendment will give large 
income tax exemptions to federal legislators. 
Together with the appropriations bill, it was 
approved by the House on May 15. 


The amendment, proposed by Representative 
McCormack of Massachusetts and approved 
by the Committee on Appropriations, would 
establish the home-state residence of a Con- 


gressman (including any delegate or resi-— 


dent commissioner) as his official residence 
for purposes of the federal income tax. 


What this means is that meal and lodging 
expenses of Congressmen while they are in 
the nation’s capital, plus their travel expenses 
to and from their home districts, would be 
deductible from their gross income. 


The amendment is an attempt to defeat 
the decision of the Tax Court that the home 
of a member of Congress for tax purposes 
is the District of Columbia. 


The amendment would become effective 
for taxable years after December 31, 1952. 


Another amendment to which representa- 
tives quickly gave their approval would en- 
able them to maintain office space in their 
home districts. If there was no space avail- 
able in post offices or other federal buildings, 
the amendment would permit Congressmen 
to pay up to $900 yearly for office space. 
The amendment was proposed by Repre- 
sentative Teague of Texas and had the ap- 
proval of the Committee on Appropriations. 
The Teague amendment was put to sep- 
arate vote and was approved 133 to 78. 


Tax-Free Institutions Investigation. — 
Representative Cox has been named chair- 
man of the committee to investigate tax- 
free foundations and comparable organiza- 
tions. Other representatives appointed to 
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the committee are Hays, O’Toole, Forand, 
Simpson, Goodwin and Reece. 


Retirement Trusts.—Hearings on the Reed 
and Keogh bills, H. R. 4371 and 4373, were 
completed by the House Committee on Ways 
and Means on May 13. The bills, which are 
identical, would permit postponement of 
income tax on income paid into a restricted 
retirement fund. 


Tax Measures Passed.—The Senate passed 
four House tax measures on May 12. Cleared 
for the President’s signature are H. R. 5282, 
providing a tax exemption for vodka; H. R. 
5998, providing exemption for unperforated 
microfilm; H. R. 7189, imposing a tax on 
sawed-off shotguns and extending taxation 
of machine guns and short-barreled firearms 
to Alaska and Hawaii; and H. R. 7230, 
exempting from stamp taxation the stock 
transfers made by insurance companies to 
secure the performance of obligations. 


Tax Officials for Illinois 
Installed Under BIR Reorganization 


Initial steps in reorganizing the Bureau of 
Internal Revenue field service under Reor- 
ganization Plan No. 1 of 1952 were taken 
at Chicago, May 20, with the installation of 
new federal civil service tax officials for 
Illinois. 


At ceremonies in the United States Court- 
house, oaths of office were administered to 
District Internal Revenue Commissioner 
Ernest C. Wright, Director of Internal Rev- 
enue Ernest H. Vaughn and Director of 
Internal Revenue Ernest J. Sauber. All 
are veteran career employees of the revenue 
service who have met the rigid standards 
set by the Civil Service Commission for the 
positions they will hold. 


Mr. Vaughn replaced the former collector 
of internal revenue at Springfield, Illinois, 
and Mr. Sauber replaced the former col- 
lector of internal revenue at Chicago. The 
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new district commissioner, Mr. Wright, be- 
came their immediate supervisor. 

Secretary of the Treasury John W. 
Snyder, Under Secretary Edward H. Foley 
and Commissioner of Internal Revenue 
John B. Dunlap attended the installation 
ceremonies. 

Under Secretary Foley presided, and the 
oaths of office were administered by Judge 
Walter J. LaBuy of the United States Dis- 
trict Court, Chicago. Secretary Snyder and 
Commissioner Dunlap delivered brief ad- 
dresses. Attending the ceremonies were the 
Illinois Congressional delegation, city and 
state officials, federal judges, district attor- 
neys, heads of federal agencies in the Chi- 
cago area, heads of societies and associations 
concerned with tax matters, bankers, indus- 
trialists and other business and civic leaders 
of Illinois. 


Other District Offices.—The Illinois fed- 
eral tax setup will be the pattern for other 


district commissioners’ offices and offices of 
directors of internal revenue for the rest of 
the nation. These offices will be established 
as rapidly as top personnel can be selected 
under civil service procedures. 


Present plans call for the installation of 
new federal tax officials in the New York 
City district in June. Clarence R. Krig- 
baum, a 35-year Internal Revenue Service 
career man, has been approved by the Civil 
Service Commission as head of this district, 
which covers the present First, Second and 
Third New York Collection Districts. 


Two or more other district offices will be 
created each month until this phase of re- 
organization has been completed. All dis- 
trict commissioners and directors of internal 
revenue will be installed by December 1. 

Pending reorganization in the various 
areas, collectors of internal revenue and act- 
ing collectors will function as usual. 


United Press Photo 
Secretary of the Treasury John Snyder, Under Secretary Edward H. Foley, Internal 
Revenue Commissioner John B. Dunlap and District Commissioner Ernest C. Wright (left 
to right) attend ceremonies in Chicago, May 20, 1952, which mark the start of a nation- 
wide reorganization of the tax collection service. The reorganization will place the 
Bureau under civil service and wipe out political appointments. 
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District Headquarters in Chicago. As 
district commissioner of internal revenue, 
Mr. Wright will be headquartered in Chicago 
and will have general responsibility for the 
performance of all revenue service functions 
in his district, which embraces the old First 
and Eighth Illinois Collection Districts. 


Mr. Wright will prepare budget estimates, 
allot and control funds for the district, and 
supervise and co-ordinate the work of the 
two directors of internal revenue. His 
official designation will be “District Com- 
missioner of Internal Revenue, Chicago.” 


There will be six assistant district com- 
missioners. These officers will have a small 
staff for purposes of maintaining technical 
control and, through the director, co-ordi- 
nating their counterparts at the director’s 
level. An assistant district commissioner 
for administration will have jurisdiction 
over the general administration and man- 
agement problems for the district commis- 
sioner’s office. Four other assistant district 
commissioners will supervise, for the dis- 
trict commissioner, the collection, audit, 
alcohol and tobacco tax, and intelligence 
work of the district. A sixth assistant dis- 


trict commissioner will be head of the Ap- 


pellate Division, and he will continue to 
have the authority of the present head of 
the Appellate Division to represent the 
Commissioner exclusively in the settlement 
of various types of tax controversies. 

Assistant district commissioners in the 
Chicago office include: John G. Maloney, 
head of the Collection Division; Oscar W. 
Olson, head of the Audit Division; Delfred 
L. Olsen, head of the Intelligence Division; 
Clarence W. Sebring, head of the Appellate 
Division; Albert L. Durkin, head of the 
Alcohol and Tobacco Tax Division; and 
Edward D. Myers, head of the Administra- 
tive Division. Mr. Wright will also have 
available the services of District Counsel 
John D. Kiley, who will have his head- 
quarters in Chicago. 


Headquartered in Chicago, but reporting 
directly to an Assistant Commissioner in 
Washington, is Chief Inspector Ralph 
Granquist, who will be responsible for the 
direction of the activities of the recently 
organized Inspection Service in a district 
comprising the States of Illinois, Indiana 
and Missouri. Mr. Granquist assumed the 
duties of chief inspector on March 15. 


Directors at Springfield and Chicago.— 
As directors of internal revenue, Mr. Vaughn 
and Mr. Sauber will have operational au- 
thority over areas identical to the two 
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present collection districts in Illinois. Mr. 
Sauber’s official designation will be “Di- 
rector of Internal Revenue, Chicago,” and 
Mr. Vaughn will be designated “Director of 
Internal Revenue, Springfield.” They will 
use the same headquarters now occupied by 
the collectors whom they will replace, and 
will take over the present personnel of col- 
lectors’ offices. There will be no wholesale 
shifts in personnek 


Divisions of Director’s Offices.—The di- 
rectors will supervise five major divisions, 
each of which will operate under a head of 
a division. 


The head of the administrative division 
will have responsibility for assisting the di- 
rector in matters relating to personnel, 
training and administrative services. 


The Collection Division will assume re- 
sponsibility for all existing functions of the 
collector’s office, except the audit and field 
functions. 


The Audit Division will take over sub- 
stantially the work of the present internal 
revenue agents as well as the audit and field 
functions currently being performed by the 
collector’s office. This combination of audit 
forces not only permits better planning of 
over-all audit programs within a given area, 
but offers former collectors’ employees en- 
gaged in audit work a greater opportunity 
to advance to the higher grades held by 
revenue agents. 


The Intelligence Division embraces all 
special agents and will handle for the di- 
rector’s office the type of work correspond- 
ing to that of a branch office of the present 
Intelligence Division under a senior special 
agent. The separate identification of the 
intelligence work insures for the special 
agents all rights and privileges to which 
they were entitled under the old organ- 
ization. 


There will not be an Intelligence Division 
in every director’s office, because the size 
of the area covered or the work load may 
not justify a separate division. In those 
cases where it is not justified, the special 
agents for that territory will be assigned to 
the Intelligence Division at the district com- 
missioner’s level. In neither instance, how- 


‘ever, is there likely to be any material shifts 


in posts of duty. 


The Alcohol and Tobacco Tax Division 
at the director’s level will, at the initial 
stages, primarily be the headquarters of the 
investigator in charge for the area. The 
comments applicable to special agents apply 
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with equal force to the Alcohol and Tobacco 
Tax Division employees. 


In addition to these divisions directly un- 
der the supervision of the director, there 
will also be located convenient to the di- 
rector’s office a branch office of the Ap- 
pellate Division, although the office will not 
be under the director’s jurisdiction. 

Thus, at the director’s level there will be 
located approximately 90 per cent of all 
internal revenue employees. There will be 
64 directors of internal revenue located in 
the same cities in which the collectors are 
now located. 


In general, the office of the director of 
internal revenue and the branch office of the 
Appellate Division in the same city with the 
director will be the only offices with which 
taxpayers will need to have any contact. 


Reorganization of BIR 
Washington Headquarters 


Under the new plan of organization, there 
will be three Assistant Commissioners, all 
of whom will be appointed under civil 
service rules. One of these Assistant Com- 
missioners will have responsibility for all 
technical matters; another will be respon- 
sible for all operations; and the third will 
be in charge of the Inspection Service. 


The Assistant Commissioner (Technical) 
will supervise three major divisions: Legis- 
lative and Research, Rulings and Technical 
Review, and Special Technical Services. To 
these three divisions there will be trans- 
ferred all ruling and other technical functions 
now performed in the present Washington 
divisions. This Assistant Commissioner will 
not have line control over the field offices. 


Field offices will direct their requests for 
rulings on technical matters arising in the 
course of field operations to the Assistant 
Commissioner (Operations) where the ad- 
vice of the office of the Assistant Commis- 
sioner (Technical) will be requested if 
appropriate. Rulings will continue to be is- 
sued to taxpayers from Washington in 
much the same manner as in the past, but 
the preparation of such rulings will be the 
primary responsibility of the office of the 
Assistant Commissioner (Technical). 


The Assistant Commissioner (Operations) 
will, under the general direction of the 
Commissioner, have authority to direct all 
field operations except those of the Chief 
Counsel and the Inspection Service. The 
direction of field operations now currently 
being performed in the Income Tax Divi- 


sion, Accounts and Collections Division, In- 
telligence Division, Alcohol and Tobacco 
Tax Division, and the Appellate Staff will 
be consolidated under the Assistant Com- 
missioner (Operations). The direction of 
field operations will be conducted under the 
general supervision of the Assistant Com- 
missioner (Operations) by specialists who 
will plan the operations in their field. These 
principal assistants to the Assistant Com- 
missioner (Operations) will have the titles 
of heads of divisions. Instructions. will be 
issued as to the lines for reporting and cor- 
respondence from the field to the Assistant 
Commissioner (Operations) and through 
him to the various divisions. 


The Assistant Commissioner (Inspection) 
will assume responsibility for the operations 
of the Inspection Service. Field offices will 
be maintained under chief inspectors, who 
will be independent of all other field offices. 


Reorganization of the Washington head- 
quarters office is expected to be effective in 
June. 


Bureau Holds Tax Forum 


Top officials of the Bureau of Internal 
Revenue conducted a tax forum in the audi- 
torium of the Commonwealth Edison Build- 
ing in Chicago on May 21. Operations of 
the Bureau under Reorganization Plan No. 
1 were explained. 


Justin F. Winkle, Assistant Commissioner 
(Operations), discussed the over-all opera- 
tion of the Bureau under the reorganization. 
Gray W. Hume, Jr., described the organiza- 
tion of the district commissioners’ offices, 
and Gordon M. Anderson explained the 
organization of the directors’ offices. Edward 
I, McLarney, Deputy Commissioner of the 
Income Tax Division, discussed audit and 
conference procedure. Clifford Stowe, head 
of the appeals staff, explained the work of 
the Appellate Division. 


Excess Profits Tax Council Change 


Among moves made to tie the Excess 
Profits Tax Council closer to the appellate 
staff of the Bureau of Internal Revenue, the 
executive direction of the council has been 
vested in Clifford W. Stowe, head of the 
BIR appellate staff, Commissioner Dunlap 
announced. Other changes include the ap- 
pointment of Robert W. Andrews as coor- 
dinator of the council and the abolishment 
of the council’s executive committee and the 
offices of chairman and vice-chairman. 
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Tax Accounting and Abnormal Income 


By HERMAN T. REILING 


IT IS ERRONEOUS TO PROCEED AS THOUGH ATTRIBUTIONS UNDER 
SECTION 456 BRING INTO OPERATION NEW RULES, SEPARATE AND 
DISTINCT FROM THE LAW OF INCOME TAX ACCOUNTING, SAYS THE 
AUTHOR, ASSISTANT CHIEF COUNSEL, INTERNAL REVENUE BUREAU 


* THIS DISCUSSION I propose to 
examine Section 456 of the Internal 
Revenue Code* with a view to determining 
whether the attribution of abnormal income 
required by that section may be reduced 
to a workable system of rules as a part of 
the law of income tax accounting. I have 
selected this aspect because an attribution 
is the predominant step for the relief from 
excess profits tax provided by Section 456. 
As used in that section, “abnormal income” 
is broadly defined and is not indicative of 
the nature of the relief to be allowed or 
the theory upon which it is granted. That 
is to say, the mere fact that an item of 
income constitutes, or is a part of, a class 
of abnormal income does not result in the 
exclusion of any part of such item from 
excess profits net income of any year. The 
exclusion is limited to that part which is 
found to be attributable to other years.” For 
this reason the relief, in reality, is bottomed 
upon the principles and rules which are to 
be applied in making the attribution of ab- 
normal income to the other years. 

1 Added to the Code by Sec. 101 of the Excess 
Trofits Tax Act of 1950. Sec. 456 is similar to 


See. 721 of the World War II excess profits tax 
law. The Tax Court decisions relating to ab- 


Tax Accounting and Abnormal Income 


The first question, so it seems to me, 
therefore, is whether the concept of attribu- 
tion required by Section 456 is peculiar to 
that section and unlike any other attribution 
of income to tax years. Does it bring into 
operation new and distinct rules of law for 
determining the year to which items of tax- 
able income may be allocated, or does it 
merely permit an extension of the law of 
income tax accounting to matters ordinarily 
not essential in fixing the amount of tax- 
able income to be taken into account for a 
given tax year? Has the ‘aw of income tax 
accounting, with its usual rules and meth- 
ods of accounting to which we have become 
accustomed, been lying dormant but avail- 
able to be brought into operation by Section 
456 to meet the problem presented, or is the 
attribution for the purposes of that sec- 
tion wholly or partially outside the scope 
of the law of income tax accounting? 


If Section 456 goes no farther than to 


.provide for attribution of abnormal income 


to proper tax years, it brings into operation 
no distinctly new concept. Rules of at- 
normal income, and referred to herein, involved 
Sec. 721. 

2Geyer, Cornell & Newell, Inc., CCH Dec. 


14,943, 6 TC 96 (1946); Ripy Brothers Distillers, 
Inc., CCH Dec. 16,589, 11 TC 326 (1948). 
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The author emphasizes that this discus- 
sion represents his personal views and 
is not to be interpreted in any sense as 
the official opinion of the Treasury De- 
partment or any unit or bureau thereof. 


tribution are, and long prior to the enact- 
ment of Section 456 have been, essential to 
general taxation of incomes upon an annual 
basis. Computation of tax liability upon 
such basis can be made only by resorting 
to some method of attributing income to 
annual accounting periods in any case where 
a business venture extends beyond more 
than one period. The profits of a business 
venture cannot be computed with absolute 
accuracy until the business is terminated, 
all of its affairs concluded, the assets con- 
verted into cash, the liabilities paid and 
the net proceeds distributed to the owners.’ 
In the interim, and to effect an annual 
accounting for income tax purposes,‘ a rea- 
sonable attribution of income to each year 
must be made during the life of the busi- 
ness venture.’ For this purpose, one of 
several methods, commonly called methods 
of accounting, may be employed. The rules 
which govern the application of these meth- 
ods constitute the law of income tax ac- 
counting. 

The scope and nature of those rules will 
not be reviewed in this discussion. It is 
more important for our purposes here that 
we agree upon the theory of income tax 
accounting. To do this, we must begin with 
the proposition that an item of income need 
not be attributed to the year in which it first 
becomes recognizable for tax purposes, un- 
less, of course, the taxpayer’s accounting 
method requires this result. If this were 
not so, there would be no occasion for a 
law of income tax accounting. If general 
income taxation mandatorily required an 
item of income to be taken into account 
for income tax purposes for the ‘year in 
which the item first became recognizable as 
taxable income, it would bring into opera- 


3H. A. Finney, Principles of Accounting, Ch. 
2, p. 1 (1928). 

4 Code Sec. 41 states that the ‘‘net income shall 
be computed upon the basis of the taxpayer’s 
annual accounting period.’’ It is well settled 
that each period stands by itself. (Burnet ww. 
Sanford & Brooks Company, 2 vustc { 636, 282 
U. S. 359 (1931).) 

5 The theory of ‘‘the single year as the unit 
of taxation’’ is now a well-settled principle, but 
it may be that it does not preclude examination 
of a prior year in order to determine the nature 
of a new fact in the later year. (Commissioner 
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tion no rule other than that which deter- 
mines what constitutes income taxable by 
the taxing act. In such event, we would 
have no law of income tax accounting, no 
system of rules for attributing the income to 
other years and no method of accounting 
except one mandatory requirement that the 
income be taken into account for the first 
year of its recognition. For example, we 
would have no law of income tax accounting 
as we know it today if the taxation of in- 
come for a particular year were limited to 
that actually or constructively received in 
cash or its equivalent.® 


Statutory Ambiguity 


It therefore seems somewhat strange that 
the requirement in Section 456 for attribu- 
tion of abnormal income does not specify 
the rules to be applied. In the absence of 
any such specification, the only alternative 
in formulating the applicable rules is to 
resort to the theory which prompted the 
enactment of the requirement and attempt 
to formulate a reasonable basis which is 
consistent with this theory. Unfortunate- 
ly, however, the reasons which prompted 
the enactment of Section 456 (b) and the 
corresponding provision of the World War 
II excess profits tax, Section 721 (b), are 
not clearly understandable from the legis- 
lative record. The only implicit conclusion 
is that Section 456 (b) contemplates a 
method of treatment which differs, at least 
in some respects, from the attribution ob- 
tained by applying the usual rules of income 
tax accounting for general income tax pur- 
poses. 


Why this is so is not clear. If abnormal 
income and the attribution thereof to other 
years were confined to instances where, for 
some peculiar reason, certain items of 
income become bunched in a given year, 
we could easily understand the reason for 
the introduction of a change to spread the 
income over a period of years. This, how- 
ever, is not the criterion for relief under 
Section 456. The statutory definition -of 


v. Bauer, 52-1 ustc | 9152 (CA-2, 1952), disagree- 
ing with Commissioner v. Switlik, 50-2 vustc 
f 9446, 184 F. (2d) 299 (CA-3).) 

* Attempts were made to secure this result 
under the corporation excise tax statute and 
the Revenue Act of 1913. (Maryland Casualty 
Company v. U. 8., 1 ustc 29, 251 U. S. 342 
(1920).) It was not until the abandonment 
of this idea in Secs. 8 (g) and 13 (d) of the 
Revenue Act of 1916, and more comprehensibly 
in Secs. 212 and 232 of the act of 1918, that a 
law of income tax accounting was given a clear 
opportunity to develop. 
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abnormal income is much broader in scope. 
It includes income abnormal in kind * which 
may, if there are no offsetting costs, be 
entirely attributed to another year. Where 
this condition exists, the bunched income 
of one excess profits tax year remains 
bunched in the other year to which it is 
transferred pursuant to Section 456. In 
such case, there may be little, if any, relief, 
unless the attribution is to a year for which 
there is little or no excess profits tax; and 
if there is no relief, the effect of the at- 
tribution is merely to transfer an unsatis- 
factory result from one year to another. 


The reason for Section 456 also is 
complicated because of the fact that the 
statutory definition of abnormal income in- 
cludes income of a character normally de- 
rived by the taxpayer but, for a particular 
vear, considered abnormal in that it exceeds 
115 per cent of the average of the class for 
the previous four years. This requirement 
may be met in many instances merely be- 
cause the business of the corporation has 
increased, as it is likely to do in extraor- 
dinary times when an excess profits tax is 
in effect. Of course, for any part of the 
abnormal income to be excluded from ex- 
cess profits net income for a given year, it 
must be attributable to other years, But 
this requirement, important as it is, does 
not explain the theory of the attribution or 
why Section 456 does not specifically indi- 
cate what the method of attribution shall be. 


There are two possible explanations for 
this failure. First, it may be that the law 
of income tax accounting has been misun- 
derstood, so much so that it was not real- 
ized that income tax accounting is concerned 
with attribution and has given us rules and 
methods for making attributions. If this is 





7A class of income is abnormal in kind if it 
is abnormal for the taxpayer to derive income 
of such class. (Code Sec. 456 (a) (1).) 


§ This accounts for the provision in Code Sec. 
456 authorizing the attribution to be pursuant 
to regulations. In Soabar Company, CCH Dec. 
15,215, 7 TC 89 (1946), in speaking of the admin- 
istration of the provision by the Commissioner, 
the Tax Court said that Congress ‘‘directed 
him’’ to prescribe regulations and to implement 
the statute. 

® What such standard is, is a matter to be 
determined by the process of statutory con- 
struction. 

The problem which I have in mind is sug- 
gested by the difficulty in the case of zoning 
ordinances which permit rezoning to remove 
undue hardship but do not define what consti- 
tutes undue hardship. 

" The fact that we, today, may not know what 
these rules are does not mean that they cannot 


be developed as a part of the law of income tax 
accounting. 
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the proper explanation, the draftsmen may 
have believed they were introducing a new 
concept. In such event, they also may have 
thought that the term “attribution” is suf- 
ficiently definite to permit implementation 
by regulations.’ If this is the proper ex- 
planation, it contemplates that the attribu- 
tion shall be upon the same general basis in 
all cases or shall be made pursuant to the 
same guiding standard to conform with 
a new concept of attribution which may be 
explained by regulations.® Otherwise, the 
legislation may be subject to criticism for 
indefiniteness, lack of a statutory test and 
possible arbitrariness in administration.” 


The second possible explanation for the 
failure to provide a statutory test in specific 
terms is that legislative opinion may have 
recognized that the law of income tax ac- 
counting is adequate to provide such rules 
as are needed to make the attribution. 
Though the rules usually applied are inade- 
quate in some respects, perhaps the law of 
income tax accounting, when faced with a 
new problem such as that presented by See- 
tion 456, may bring into operation additional 


rules peculiar to this problem.” 


Each of these possible explanations is in- 
teresting background, but it may not be 
critically important to decide which is the 
proper one. Regardless of which one is 
correct, I believe that the approach taken 
in the Regulations under Section 456 is 
sound.” The Regulations provide that the 
attribution of items of net abnormal income 
(that is, abnormal income less the statutory 
adjustments) is to be made “in the light 
of the events in which such items had their 
origin, and only in such amounts as are rea- 
sonable in the light of such events.”* Thus, 
the doctrine of origin is introduced as a 





12 Except in the case of income arising out of 
a claim, award, judgment or decree, or interest 
thereon (see Regs. 130, Sec. 40.456-6), the Regu- 
lations do not go into detail or prescribe a 
specific method to be applied in the case of any 
class of abnormal income. In this respect they 
differ from Regs. 112, Secs. 35.721-1 to 35.721.10, 
inclusive, promulgated with respect to Sec. 721 
which is the corresponding section under the 
World War II excess profits tax statute. How- 
ever, Regs. 112 set forth the same general 
standard included in the present Regulations, 
and the specific methods prescribed with respect 


_ to certain classes of potentially abnormal income 


presumably are to be considered applications 
of the general standard. Whether they are 
proper applications is a question which any cor- 
poration concerned may pose if it wishes to 
do so. 


13 Regs. 130, Sec. 40.456-3. A similar provision 
is contained in Regs. 112, Sec. 35.721-3, promul- 


gated with respect to Sec. 721 of the World 
War II excess profits tax statute. 
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guiding standard, and, though “origin” is 
not a term which has a generally accepted 
meaning for the purpose used in the Regula- 
tions, it is, I believe, sufficiently definite to 
satisfy Section 456, whatever the explana- 
tion of that section may be. 


In my opinion the doctrine of origin is 
not a method of attribution. It is a general 
guiding principle. With this guidance we 
may develop rules and methods of attribu- 
tion, but it is not mandatory that we legal- 
istically pursue the principle and confine 
the origin of abnormal income to some par- 
ticular type of event or occurrence or to 
some source not appropriate under Section 
456. Nevertheless, the doctrine of origin 
may appear to be a little rigid when it is 
considered in the light of the flexibility ac- 
complished by applying one of the several 
permissible accounting methods which we 
have developed and are currently applying 
for general income tax purposes. Indeed, 
the rigidity may be greater than we assume 
if we are bound to assign to “attribution” a 
meaning entirely peculiar to Section 456. 
But if the law of income tax accounting is 
generally applicable, it may lend consider- 
able meaning to the term. In any event, 
the necessity for some flexibility may prop- 
erly affect our common view as to its meaning. 


Definite Test for Attribution 


As in the case of attributions for general 
income tax purposes, a definite test is es- 
sential for making an attribution pursuant to 
Section 456. That is to say, the attribution 
should be made to a year in which there is 
a definite event which is pertinent to the 
realization of the income.“ In the case of 
certain items of income, definite, pertinent 
events giving rise or contributing to the 
income may appear in more than one year. 
This is one reason why we need a law of 
income tax accounting for selecting the year 
for which an accounting shall be made for 
income tax purposes. Where more than 
one year contains important, pertinent events, 
income tax accounting is flexible enough to 
permit a selection of the year through the 
use of one of the permissible methods of 
accounting. Whatever method is selected 


144 Thus, in Soabar Company, cited at footnote 
8, it was held that there may be no attribution 
to prior years in which there was no change in 
the corporation’s business or in its use or 
development of existing patents and no intro- 
duction of new patents or processes. See also 
Park Hosiery Mills, CCH Dec. 17,033(M), 8 TCM 
564 (1949), where relief was denied on the 
ground that the taxpayer failed to show develop- 
ment events. In Harris Hardwood Company, 


may, however, not be satisfactory for ex- 
cess profits tax purposes where there is an 
abnormality coming within Section 456. 
But it does not follow that all of the rules 
of income tax accounting are to be aban- 
doned in administering that section. It 
merely means that for purposes of Section 
456, one or more other important years in 
the realization of the income may be sub- 
stituted for the excess profits tax year in 
which the income is includible pursuant to 
the taxpayer’s regular method of accounting. 


At this point, however, and in view of 
the emphasis which I place on the law of 
income tax accounting, I should add this 
caution against misconstruing my position. 
Though the principles of the law of income 
tax accounting may be applicable in making 
attributions of net abnormal income pur- 
suant to Section 456 and though the at- 
tribution may at times be made pursuant to 
a method which the corporation could have 
regularly employed for income as well as 
excess profits tax purposes if it had so elect- 
ed—despite all of this I do not agree that 
abnormal income may be excluded from 
excess profits net income of any year and 
attributed to other years merely because 
it would have been includible in gross in- 
come for such other years if the corpora- 
tion had employed a different method of 
accounting.” Section 456 is not a manda- 
tory change in accounting methods. It is 
not aimed at removing the requirement for 
permission to make a change in the method 
of accounting for abnormal income for ex- 
cess profits taxation. The test of attribution 
pursuant to Section 456’is based upon sub- 
stance and not upon removal of the for- 
mality of securing permission. The definite 
event which fixes the year to which any part 
of the abnormal income is attributed must 
be an event with significance peculiar to 
Section 456, It must, as we say, identify 
the origin of the income, bearing in mind, 
of course, that “origin” is to be-construed in 
the light of the class of income chosen as 
abnormal income. 


No Attribution to Year of No Event.— 
It follows that no attribution may be made 
to a year in which there are no pertinent 


Inc., CCH Dec. 15,737, 8 TC 874 (1947), a tax- 
payer entitled to receive dividends on a group 
insurance policy was not permitted to attribute 
dividends in one year to prior years in which 
no dividends were received. 

1 This view is supported by decisions of the 
Tax Court. (See R. H. Bogle Company, Inc., 
CCH Dec. 16,480, 10 TC 1282 (1948); and Yuba 
Gardens, Inc., CCH Dec. 18,523, 17 TC 334 
(1951).) 
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events. To illustrate what I mean by this, 
suppose that the M company regularly em- 
ploys the cash basis of accounting, that it 
owns 20-year bonds which it purchased at 
a discount in 1949 and that pursuant to an 
arrangement made in 1952 the bonds are re- 
deemed at par in that year. The company’s 
method of accounting is such (so we assume 
for the purposes of this example) that the 
amount of the discount is includible in its 
gross income for 1952. Even if the amount 
of the discount may constitute abnormal in- 
come for 1952 within the meaning of Section 
456, it appears to me that no part may be 
attributed to the years subsequent to the 
redemption in 1952. Certainly Section 456 
generally provides for attribution to subse- 
quent years as well as to prior years. But 
in the example given, there is no certainty 
of an event or occurrence in any year sub- 
sequent to 1952 which will have any bear- 
ing whatsoever upon the right to the 
discount, the amount of the discount or its 
receipt. Indeed, it is certain that the entire 
transaction is closed upon the redemption of 
the bonds in 1952 and that for tax purposes 
it may be ignored for all future years.” 


If an attribution other than to 1952 is. 


permissible for the purposes of Section 456, 
it must be to the year in which the corpora- 
tion purchased the bonds, at which time it 
acquired an enforceable right to receive par 
for the bonds, or it must be made to those 
years prior to 1952 in which the right to 
the discount increased in value by reason 
of a definite event. In the example given, 
the purchase of the bonds constitutes the 
only prior definite event which is in any 
way related to the later receipt of the dis- 
count. 


This is not to say that a taxpayer pur- 
chasing bonds at a discount should manda- 
torily be required, for general income tax 
purposes, to account for the amount of the 
discount at the time of the purchase. There 
are circumstances to justify a different 
method of accounting, for example, doubt of 
ultimate receipt of the discount due to the 
financial condition of the debtor. Even if 


1%8The British courts have held that under the 
“earnings basis,’’ the income arising from the 
cancellation of a contract shall be taxed for 
the year of the cancellation and not in the later 
years in which income would have been earned 
had the contract not been cancelled. (Short 
Brothers, Ltd. v. Commissioners of Inland Rev- 
enue, 136 L. T. 689 (1927); Robinson v. Commis- 
sioners of Inland Revenue, 8 A. T. C. 121 
(1929).) But the regulations under the World 
War II excess profits tax statute (Regs. 112, 
Sec. 35.721-9) give an example which apparently 
takes the view that a portion of the income 
includible in a lessor’s gross income at the 
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an accounting were made at the time of the 
purchase, it may be that the purchaser may 
be required to account only for the then 
fair market value of the right to receive 
the discount, which value, if any, may be 
due to a bargain purchase. However, when 
the bonds are called and the amount of dis- 
count is definitely known, there is no rea- 
son why at that time the amount received 
may not be attributed to the year of pur- 
chase, even for general income tax purposes, 
except, of course, that if we attempted then 
to tax the discount for that year, the as- 
sessment of the tax may be barred by the 
statute of limitations and, even if not, there 
may be some apprehension as to the consti- 
tutionality. In such case, an attempt may 
be made to avoid these difficulties by de- 
nominating the tax as one for the year of 
the receipt of the discount, though the tax 
is measured by reference to the prior year.” 
This plan is followed in Section 456 where 
abnormal income for a given excess profits 
tax year is attributed to a prior excess 
profits tax year, The plan appears to be 
a valid one, for, in my opinion, once the 
true amount to be taxed is known, perhaps 
a tax may be imposed for the prior year 
in any case where the taxing act so pro- 
vides and the statute of limitations per- 
mits. It certainly can be employed to reduce 
the relief allowed under Section 456. 


Postponing Accounting.—In using the il- 
lustration of discount received upon a re- 
demption of bonds, I do not mean to imply 
that abnormal income of a given excess 
profits tax year may not be attributed to a 
later year. Postponement of an accounting 
is not improper, as such, for purposes of 
general income taxation. Indeed, the law 
of income tax accounting frequently oper- 
ates to permit a postponement of the ac- 
counting. The postponement may be to the 
time when the amount of the income may 
be computed by the taxpayer with reason- 
able accuracy, in case the strict accrual basis 
is employed; to the time of actual or con- 
structive receipt of the income, if the cash 
basis is used; to the time collections are 


time of the termination of a lease may be at- 
tributed to the unexpired term of the lease. 

17 This plan is followed in Code Sec. 107 which 
measures the tax upon compensation for per- 
Sonal services by spreading the income over the 


‘prior period in which the services were ren- 


dered. See also Code Secs. 3801 and 452 and 
Sec. 734 of the World War II excess profits tax 
statute which use a similar method to make an 
adjustment for an inconsistent position and 
Code Sec. 3806 which pertains to the elimination 
of excessive profits upon renegotiation. Com- 
pare Code Sec. 3801. 


413 





made, where the installment method is 
employed; to the completion of a contract, 
if the income is derived from a long-term 
contract and the taxpayer adopts the com- 
pleted-contract method of accounting; or 
to such other pertinent time as is definitely 
foreseeable and bound to occur, where a 
variation to one or more of these methods 
of accounting is permitted. 


There is no reason to assume that these 
methods of attribution are not available in 
administering Section 456. Suppose, for ex- 
ample, that in 1952 a storage company 
agrees to provide certain storage for a 
period of three years and in that year re- 
ceives an advance payment of storage charges, 
which payment is, pursuant to the com- 
pany’s method of accounting, includible in 
the company’s gross income for 1952. 
Also assume that the amount of the ad- 
vance payment constitutes net abnormal in- 
come for 1952. If this is the case, clearly 
the advance may be attributed to the pe- 
riod when storage is provided and, to the 
extent the payment is for storage during 
years subsequent to 1952, it may be attrib- 
uted to such years. Indeed, such method 
of attribution may be permissible for in- 
come and excess profits taxation without 
the benefit of Section 456 if it is conditioned 
upon an accounting at the time the storage 
contract is cancelled, in case it is cancelled 
and any unearned part is retained. Such 
method may be specially permitted as a 
variance to the strict accrual method of ac- 
counting.“ This being so, I believe that 
for purposes of Section 456, it is not a 
distortion of the doctrine of origin to at- 
tribute the advance to the years in which it 
is earned. If I am correct, the method may 
be followed in all similar cases, and we may 
generally conclude that where a corpora- 
tion’s method of accounting for a given 


18 See I. T. 3369, 1940-1 CB 46, and Herman T. 
Reiling, “Income Tax Problems in National 
Defense,’? TAxES—The Tax Magazine, Decem- 
ber, 1951, p. 1044, especially the part relating 
to income. tax accountirg. Advance rentals 
should be susceptible of similar treatment, but 
such rentals are distinguishable from amounts 
which are received by the lessor as security for 
the lessee’s performance of the lease and which 
are held not to constitute taxable income when 
received. (Clinton Hotel Realty Corporation v. 
Commissioner, 42-2 uStc § 9559. 128 F. (2d) 968 
(CCA-5): John Mantell, CCH Dec. 18.733, 17 TC 
—. No. 137 (1952). Cf.. however. Gilken Cor- 
poration v. Commissioner, 49-2 ustc { 9342, 176 
F. (2d) 141 (CA-6), where the lessor had unre- 
stricted use of the money received as a deposit 
for performance of the lease and the amount 
was held to constitute taxable income when 
received.) Astor Holding Company v. Commis- 
sioner, 42-1 uste © 9408. 1385 F. (2d) 47 (CCA-5) 
and M. G. Gordon Estate, CCH Dec. 18.539, 17 
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excess profits tax year does not postpone 
the accounting to a year permitted by an- 
other method, relief under Section 456 may 
be secured by an attribution of the abnormal 
income to the later year. This, however, is 
because of the later definite event, the earn- 
ing of the income by the delivery of goods 
or performance of services, and not by 
virtue of a mere change in accounting to 
secure the relief, 


The making of an attribution to a future 
year, however, may be more difficult where 
income is received subject to a liability to 
perform services, the extent of which can- 
not then be determined. For example, sup- 
pose that in 1952 a construction company 
enters into and completes a street-paving 
contract which contains a provision requir- 
ing the company to maintain the paving for 
a period of two years. In such case, may 
the company exclude from excess profits net 
income for 1952 and attribute to a later year 
any part of the contract price? How can 
any such attribution be made, since at the 
end of 1952 there is no way of their know- 
ing whether the company will perform any 
service in a future year or, if it will do so, 
how much service will be performed? Ob- 
viously, unless some exception is made to 
the standard methods of income tax ac- 
counting, it is impossible then to make an 
attribution to future years.” If there is 
any remedy, it is not within Section 456. If 
the construction company were able, at the 
end of 1952, to devise a definite plan for 
accounting for the reserve as expenditures 
are made or, in any event, not later than 
the end of the guarantee period, it may be 
that for income tax purposes the company 
can be granted permission to make its ac- 
counting for the amount of the reserve pur- 
suant to such plan, although the better 


TC 427 (1951), reached a similar result where 
the lessor was not required to account to the 
lessee for an amount referred to as a deposit. 
Of course, if the deposit is not income when 
received, it constitutes income when it is re- 
leased to the lessor. (Warren Service Corpora- 
tion v. Commissioner, 40-1 uStc { 9333, 110 F. 
(2d) 723 (CCA-2); G. &€ C. Frost Company, CCH 
Dec. 11.760, 44 BTA 94 (1941).) 

19 This is true for general income tax purposes 
where the taxpayer is on the accrual basis. 
(Uvalde Company, CCH Dec. 1 BTA 932 (1925); 
Chapin Construction Company, CCH Dec. 1019, 
3 BTA 25 (1925).) Under the completed-contract 
method, all of the income from the contract 
cannot be reported in the last year of the main- 
tenance period. (Harrison, Receivers v. Heiner, 
1 vustc { 332, 28 F. (2d) 985 (DC Pa., 1928); 
Thomas Cronin Company v. Lewellyn, 1 vustc 
§ 147, 9 F. (2d) 974 (DC Pa., 1925); Vang et al., 
Receivers v. Lewellyn, 1 ustc { 430, 35 F. (2d) 
283 (CCA-3).) 
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method is for the taxpayer to apply for 


permission to deduct a reasonable estimate 
of the amount of the maintenance expense 
in accounting for the income from the con- 
tract, subject to correction to the actual 
amount when the guarantee period expires 
and the actual amount is known.” More 
specifically for purposes of Section 456, 
if the company can show the amount by 
which the contract price is in excess of the 
price which would have been fixed had the 
contract not contained the provision for 
maintenance during the two years follow- 
ing completion, it may be that a method 
can be devised for eliminating such excess 
from income for the year of completion of 
the paving and spreading it over the two 
years covered by the maintenance provi- 
sion. But if such a plan is feasible, it is 
because the accounting is alternatively de- 
pendent upon actual transactions (namely, 
maintenance work and expenditures) or an 
actual event which is definitely foreseeable 
and bound to occur, namely, the expiration 
of the guarantee period. In other words, 
there is an assured, definite time for mak- 
ing the accounting. 


An attribution under such circumstances 


may be distinguishable from those where 


no such definiteness exists. For example, 
suppose that in 1952 a corporation sells mer- 
chandise coupons which may be used by the 
customer to purchase merchandise and that 
at the end of that year coupons are out- 
standing. With no agreed plan of account- 
ing for the proceeds from the sale of the 
outstanding coupons in definitely ascertain- 
able future years, the corporation cannot by 
any other method exclude from excess prof- 
its net income for 1952 and attribute to 


2 The latter method was permitted by regula- 
tions under the act of 1916 through the use 
of the so-called accrual-and-reserve method. 
(American National Company v. U. S8S., 1 ustc 
§ 226, 274 U. S. 99 (1927); Aluminum Cast- 
ings Company v. Rautzahn, 2 vuStc { 615, 282 
U. S. 92 (1930).) Where a taxpayer uses the 
strict accrual basis, it should not be allowed this 
method except by permission. Because the 
amount could be estimated with reasonable ac- 
curacy, this distinction was not considered im- 
portant in Harrold v. Commissioner, 52-1 usStc 
1 9107, 192 F. (2d) 1002 (CA-4, 1951), in a case 
where permission was not given, though it could 
have been. This method of treatment is allowed 
for guaranty expenses for purposes of the Vin- 
son-Trammel Act which limits profits on Army 
and Navy contracts (see Sec. 17.9 (h) of T. D. 
4906, 1939-2 CB 404, 414; and Sec. 16.8 (h) of 
T. D. 4909, 1939-2 CB 422, 430). Code Secs. 41, 
42 and 43 give the Commissioner considerable 
authority to devise and permit accounting 
methods. 

*1 For example, a part of the commission for 
a five-year performance bond may be attributed 
to each of the five years, after excluding the 
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future years any part of the proceeds from 
the sale of the outstanding unused coupons.” 
If any remedy is available in such case, the 
better procedure appears to be to agree 
upon a definite plan of accounting for in- 
come tax, as well as excess profits, purposes. 
This is especially important in order to fix 
a definite time for accounting for the sales 
of coupons which are not used within a 
reasonable time and those which may never 
be used. Without such a plan, no attribu- 
tion to future years can be provided for 
income tax purposes and probably none can 
be made under Section 456. 


Attribution to Year Prior to 
Recognition of Taxable Income 


More frequently, however, the claimed re- 
lief, if allowed, permits a corporation, for 
excess profits tax purposes, to attribute the 
net abnormal income to earlier years. Of 
course, the point at which an income trans- 
action first becomes recognizable for tax 
purposes is not always clear. For example, 
the courts are in some confusion as to 
whether taxable income is recognizable when 
the taxpayer receives an enforceable right 
to income. It is sometimes assumed that no 
income is recognizable at that time, unless 
the amount can be computed by the tax- 
payer with reasonable accuracy.” Of course, 
if an accounting for income tax purposes is 
permitted upon receipt of the right and the 
amount receivable cannot then be so com- 
puted by the taxpayer, the accounting is not 
sound, unless the income taxed is limited 
to the then fair market value of the right 
or the taxpayer employs a method of account- 


amount due to improved business conditions 
and the amount due to procurement of the 
bond. (Lindstedt-Hoffman Company, CCH Dec. 
16,624, 11 TC 584 (1948).) 

22Cf, South Tacoma Motor Company, CCH 
Dec. 13,789, 3 TC 411 (1944) and National Air- 
lines, Inc., CCH Dec. 15,940, 9 TC 159 (1947), 
where a similar conclusion was reached for gen- 
eral income tax purposes. Those who criticize 
the holding in these cases appear to overlook the 
fact that the taxpayer was reporting on the 
accrual basis, which must mean that basis as 
construed by the courts, and that the taxpayer 
had not requested or been granted any variance 
from that basis. For this reason I disagree with 
Sydney A. Gutkin and David Beck, ‘‘Tax Ac- 
counting vs. Business Accounting—The Emascu- 
lation of Section 41,’’ 79 Journal of Accountancy 
130 (1945). 

If the decisions are correctly analyzed, I 
believe that this rule is meant to be applied in 
determining when to account for income where 
the taxpayer reports on a particular basis, as, 
for example, the accrual basis as construed for 
the accrual basis of income tax accounting. 
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ing which requires an adjustment to reflect 
the true amount when it is determined. My 
opinion is that either of these methods is 
permissible for general income taxation, al- 
though it may be permissible only by a 
special method of accounting * and the area 
in which either method is practical may be 
small. It also is my opinion that the con- 
fusion which has arisen is chiefly due to 
the failure to distinguish between a realiza- 
tion of income and a method of accounting 
for the income at a later date. Quite often 
‘it is a failure to distinguish between an 
accrual in the generic or general legal sense 
and the narrower conception of accrual em- 
ployed for purposes of the strict accrual 
basis of accounting. 


It does not follow, however, that an ac- 
counting is not permissible when the right 
to the income first comes into existence. 
The problem generally arises where there 
is a controversy as to the taxpayer’s right 
to income or a controversy as to the amount. 
I take the position that for purposes of the 
accrual basis of accounting, both cases fall 
in the same category and that no account- 
ing on the strict accrual basis is required 
until the controversy as to the right and the 
amount has been settled. But it also seems 
to me that there is an accrual in the generic 
or legal sense when all events giving rise 
to the right to income have occurred; ” that 
a taxpayer may be required at that time to 
include in taxable income an amount not 
greater than the then fair market value of 
the right (which value may in some cases 
be nominal only); and that it may be per- 
mitted, but not required, to include any 
greater amount, unless it is given the right 
to adjust to the true amount when it is 
known. The right to the income becomes 
an asset when all of the events have occurred 
upon which the right is based. The fact 
that there is litigation does not mean that 
the right does not exist. The litigation is 
merely a means of enforcing the right, and 
if the right does not exist while the litigation 
is in progress, the taxpayer cannot be suc- 


*% Cf. Regs. 111, Sec. 29.42-1 and Mim. 5897, 
1945 CB 131, supplementing Mim. 5766, 1944 CB 
156, relating to accounting for compensation for 
the termination of government contracts at the 
time of the termination. 

2 Under Sec. 42 of the Revenue Act of 1934 
and prior to the Revenue Act of 1942, income 
‘“‘accrued’’ to a decedent up to the time of his 
death was required to be included in gross 
income, regardless of the decedent’s method of 
accounting, and for this purpose, ‘‘accrued’’ was 
given its ordinary meaning and not the meaning 
employed for the accrual basis of accounting. 
(Cf. Helvering v. Enright, 41-1 uStc { 9356, 312 
U. S. 636; Helvering v. McGlue, 41-1 ustc { 9403, 
119 F.. (2d) 167 (CCA-4).) 
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cessful in the litigation. Indeed, the fact 
that the taxpayer may not be able to estab- 
lish that the right exists is a very good 
reason for construing the strict accrual basis 
of accounting as postponing an accounting 
on such basis until the controversy is ended, 


Claims, Awards, Judgments or Decrees, 
—It follows that abnormal income which 
has been a subject of controversy may, for 
purposes of Section 456, be attributed to 
the year in which the corporation acquired 
an enforceable right to the income. Indeed, 
as a general rule, an attribution to such 
year is necessary if full effect is given to 
the fact that one class of potentially abnor- 
mal income specifically set forth in that 
section consists of “income arising out of 
a claim, award, judgment, or decree, or any 
interest” on these items. Apparently these 
items of income are to be regarded as abnor- 
mal income, because, under the income tax 
accounting method ordinarily employed, such 
income is not included in computing gross 
income for the years in which the income- 
producing transactions occur but is included 
in gross income for a later year. Where 
this occurs, the income, when included in 
gross income for an excess profits tax year, 
constitutes abnormal income for purposes 
of the excess profits tax if, of course, it is 
abnormal in character or amount. The 
amount thereof which constitutes net abnor- 
mal income may be attributed to the prior 
year in which the transaction occurred.” 


For example, suppose that a corporation’s 
patent was infringed in 1948, and, in Decem- 
ber, 1951, the corporation obtained a final 
judgment and an order fixing the amount 
of the compensation for the infringement. 
In such case, the amount of the judgment 
ordinarily is not includible in gross income 
until the year 1951 if the corporation files 
its returns on the strict accrual basis.” If 
the corporation is on the cash basis and 
does not collect the amount of the judgment 
until 1952, the amount is includible in gross 
income for 1952.” 


2s Compare, however, Ripy Brothers Distillers, 
Inc., cited at footnote 2, where a claim for 
profits was settled in 1943 and no attribution 
was allowed to prior years because the taxpayer 
did not show the amount attributable. 

21 First Bancredit Corporation v. Flexflume 
Corporation, 35-2 ustc { 9558, 10 F. Supp. 1015 
(DC N. Y., 1934). 

28 Regs. 111, Sec. 29.42-1. Conceivably, how- 
ever, all taxpayers may for income tax purposes 
be required by regulations to make an account- 
ing for the year of the recovery, regardless of 
the accounting method followed as to other 
items. 
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Our income taxing acts have not been 
drafted upon the theory that a taxpayer 
realizes income by making expenditures 
for exploration, discovery, prospecting. 





However, regardless of what method of 
accounting is used by the corporation, the 
infringement becomes recognizable for in- 
come tax purposes at the time it occurs if 
the right to compensation then has any 
value, and it then becomes necessary to look 
to the law of income tax accounting to de- 
termine when the corporation should make 
an accounting with respect to the trans- 
action. If the corporation desires to report 
the transaction for income tax purposes at 
that time, it may request permission to 
include in gross income for the year of the 
infringement the estimated amount of com- 
pensation recoverable, subject to later ad- 
justment to the correct amount; or the 
taxpayer may request permission to include 
the fair market value of the claim in gross 
income for the year of the infringement and 
to include the excess recovered, if any, in 
gross income for a later year, such as the 
year of final judgment or settlement. Whether 


the permission for either method of treat- . 


ment will be granted is immaterial for the 
purposes of this discussion, since the only 
point here necessary is that either requested 
method may, as a matter of law, be per- 
mitted, even though for good reasons it is 
not considered desirable by the government 
or the taxpayer. 


If I am correct in this conclusion, and 
I believe I am, it is apparent that the law 
of income tax accounting provides a basis 
for making the attribution required with 
respect to this class of potentially abnormal 
income, Since the attribution may be made 
pursuant to regulations, there are three pos- 
sible methods of making the attribution. 
For example, in the case of the patent in- 
fringement, one method is to attribute to 
the year of the infringement an amount not 
in excess of the net abnormal income as 
defined by the statute and not in excess of 
the then fair market value of the taxpayer’s 


See Regs. 111, Sec. 29.42-1. 

See Regs. 130, Sec. 40.456-6 and Regs. 112, 
Sec. 35.721-6. This accords with the British 
treatment on an ‘‘earnings basis.’’ (Commis- 
sioners of Inland Revenue v. Newcastle Brew- 
eries, Lid., 12 Tax C. 927 (1927); Hnsign 
Shipping Company, Ltd. v. Commissioners of 
ng Revenue, 139 L. T. 111, 12 Tax C. 1169 

).) 
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claim for infringement. Such value, of course, 
may be nominal in many instances, and 
where this is true, the relief under Section 
456 is nominal. The second method is to 
attribute the entire recovery to the year of 
infringement, providing that the net abnor- 
mal income equals the amount of the re- 
covery. The third method is to attribute 
the entire amount to the year of the re- 
covery. For general income tax purposes, 
the third method ordinarily is used.” Hence, 
no relief can be obtained under Section 456 
unless either the first or second method 
is employed. Generally speaking, the second 
method is the more practical one for this 
purpose. It is the one adopted in the excess 
profits tax Regulations.” 


Exploration, Discovery, Prospecting.—In 
some cases, if the contemplated relief is 
granted, the attribution must be made to 
a year which clearly is prior to that in which 
the abnormal income first became recogniz- 
able as taxable income for income tax pur- 
poses. One class of potentially abnormal 
income coming within this category con- 
sists of income resulting from exploration, 
discovery or prospecting, or any combina- 


.tion thereof, which must extend over a period 


of more than 12 months in order to come 
within the class specifically described in 
the statute. Another class, for example, con- 
sists of income from the sale of patents, 
formulae or processes, or any combination 
of these items,” where they were developed 
over a period of more than 12 months. In 
the case of these and similar classes of in- 
come which may be regarded as abnormal, 
a concept of the income event differing from 
the one for determining taxable income 
must be employed if the prior year to which 
the attribution is made is to be determined 
by reference to a definite event similar to 
that recognized by the law of income tax 
accounting. 


Where the abnormal income consists of 
income resulting from exploration, discovery 
or prospecting, apparently the income com- 
ing within this category is, for the purposes 
of Section 456, in substance regarded as 
earned when the exploration, discovery or 
prospecting is made or completed. This 
idea, of course, does not accord with the 


%1Income from the sale of these items is 
specifically set forth in the statute as a class 
of potentially abnormal income where they 
were developed over a period of more than 12 
months. (Code Sec. 456 (a) (2) (C).) Sec. 
721 (a) (2) (C) of the World War II excess 
profits tax statute was broader in scope and 
included other income from the development of 
patents, formulae or processes extending over 
a period of more than 12 months. 
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concept of income which has been adopted 
by our income taxing acts for the purpose 
of determining when taxable income is first 
recognizable. Our income taxing acts have 
not been drafted upon the theory that a 
taxpayer realizes income by making ex- 
penditures for exploration, discovery, pros- 
pecting or other purposes. Nevertheless, 
there is a basis for saying that income 
accrues to a taxpayer by reason of explora- 
tion, discovery or prospecting, but this is 
so only if the exploration, discovery or 
prospecting is by the taxpayer ™ and results 
in an asset of value. The resulting increase 
in value, though not recognizable in com- 
puting taxable income, constitutes income 
in an economic sense. “Personal income,” 
says Professor Simons, “may be defined as 
the algebraic sum of (1) the market value 
of rights exercised in consumption and (2) 
the change in the value of the store of prop- 
erty rights between the beginning and end 
of the period in question.” * In other words, 
as Professor Simons has explained, income 
is the result obtained by adding consump- 
tion during the period to “wealth” at the 
end of the period and subtracting “wealth” 
at the beginning. The result is gain which, 
so he maintains, can be regarded as income. 


Our courts have, in effect, reached the 
same conclusion for certain purposes. They 
have not gone to the extent of saying that 


an increase in value constitutes taxable in- 
come. But the concept that it is income 
may be necessary to explain the basis for 
their decisions in certain cases. For example, 
if a taxpayer makes an inter-vivos gift of 
property to another, the donee is required 
to use the donor’s basis in determining the 
gain or loss upon a sale of the property. 
This has the effect of taxing to the donee 
gain which is represented by appreciation 
occurring while the property was owned 
by the donor, but such appreciation may be 
subject to tax,** and the donee accepts the 
gift subject to a liability on his part to pay 
the tax on such appreciation when it is 
realized. Thus, though appreciation in value 
is not gain or income taxable at the time 
the increase occurs, it is income to which 
tax liability attaches. Generally speaking, 
the tax liability continues in an inchoate 


32 Flectronic Mechanics, Inc., CCH Dec. 17,883, 
15 TC 489 (1950); Regs. 130, Sec. 40.456-7. 

3% Henry C. Simons, Personal Income Taxation 
(The University of Chicago Press, 1928), p. 50. 
A similar view has been expressed by Professor 
Haig. See Robert Murray Haig, ‘‘The Concept 
of Income—Economic and Legal Aspects,’’ the 
first of a series of lectures published by the 
Columbia University Press (1921) under the title 
“The Federal Income Tax.”’ 
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form until the property in question is sold 
or otherwise disposed of at a profit by the 
taxpayer or his donee, at which time the 
tax liability becomes enforceable, unless pre- 
viously eliminated by reason of a decline in 
the value of the property. 


The effect of this theory when applied to 
Section 456 is that when a corporation per- 
forms exploration, discovery or prospecting 
work which causes an increase in value, 
the increase, though not a statutory taxable 
event, nevertheless may be an event.of suffi- 
cient importance to fix the year to which 
an attribution of profit from the property 
may be made, if the profit is due to such 
increase in value. That is to say, the origin 
of the profit is in the acts which cause 
such increase. To illustrate, suppose that 
the Y oil company has an oil lease on an 
unproven tract of land in a vicinity in which 
no oil has been discovered and that in 1949, 
after exploring and prospecting for more 
than 12 months, the company discovers oil 
in sufficient commercial quantities to estab- 
lish that the company’s lease has a discovery 
value of $100 million. This is to say, the 
lease has a fair market value in excess of its 
cost and the cost of making the discovery. 
Further, suppose that the company pro- - 
duces oil. The income therefrom, as com- 
puted by reference to its market price at the 
well after subtracting costs of extraction, 
is held to constitute abnormal income result- 
ing from the discovery. 


If we accept the proposition that the 
appreciation in the value of the lease due 
to discovery constitutes income, but not 
taxable income, at that time, the discovery 
may constitute a definite event for purposes 
of making an attribution pursuant to Sec- 
tion 456. One method of attribution is to 
proceed upon the basis that an amount 
equal to the discovery value must be re- 
covered out of the first oil run and that such 
amount is to be attributed to.the year of 
discovery when the discovery value accrued. 
The fallacy, however, in using this method 
in the example given is that it is inconsis- 
tent with the theory upon which an attribu- 
tion must be based. If this method is 
proper, it is so because the recoverable oil 


34 Where a taxpayer owns property which has 
increased in value, the Treasury has an interest 
in the unrealized appreciation, which interest is 
not defeated by a gift of the property to an- 
other. Congress has the power to require a 
succeeding owner to assume the place of his 
predecessor and to pay a tax upon the apprecia- 
tion which occurred during the predecessor's 
ownership. (Taft v. Bowers, 1 ustc { 368, 278 
U. S. 470 (1929).) 
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cannot be reasonably estimated at the time 
of the discovery and the discovery value is 
of such a speculative character that it can- 
not be determined. Where such condition 
exists, there is no income in any sense until 
and as oil is produced. 


But where, as in the example given above, 
the discovery value can be fixed, the ability 
to fix the value permits a determination of 
the income which is earned through ap- 
preciation resulting from the exploration, 
prospecting and discovery. For this reason, 
the more reasonable method for purposes 
of Section 456 appears to be to prorate 
the discovery value over the entire esti- 
mated production from the tract. As oil 
is produced, only a pro-rata part of the 
income is attributed to the year of dis- 
covery. This method is the one which is 
used for income tax purposes under analo- 
gous circumstances. ‘It recognizes the dis- 
covery as the origin of the taxable income 
later realized from the production of oil. 
It also recognizes the discovery value as 
income in the economic sense at the time 
of the discovery. The discovery value per- 
tains to all of the oil estimated to be re- 


coverable, and a part of such value belongs - 


to each barrel of oil estimated to be re- 
coverable. As the oil is recovered, the net 
abnormal income which is prorated to each 
barrel of oil recovered and is attributable 
to the year of discovery cannot exceed the 
part of the discovery value belonging to 
each such barrel of oil. 


Income from Patents, Formulae or Proc- 
esses.—If the theory which I have advanced 
with respect to income resulting from ex- 
ploration, discovery or prospecting is valid, 
it also may be applied to income from 
patents, formulae or processes. Without 
regard to what part may be regarded as 
abnormal income within the meaning of 
Section 456, such income may be of three 
general kinds: (a) royalty income, which 
consists of the royalties received for per- 
mitting a licensee to manufacture or sell 
a patented article or to use a formula or 
process in the manufacture of a product; 
(b) income from the use of a patent, for- 
mula or process, which is the income due 
to the patent, formula or process where the 
corporation uses it in its own operations; 
and (c) income from a sale of a patent, 
formula or process. Each of these three 
kinds of income may be divided into three 
categories, namely: (a) the part attribu- 
table to the value of the exploration, dis- 
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The year in which a patent is granted is 
not necessarily the year to which all of its 
value is to be attributed. 


covery or prospecting, computed as of the 
time the work was done; (b) the part 
representing an investment return on such 
value, comparable in amount to the interest 
receivable on an amount equal to such 
value; and (c) the part due to improved 
business conditions or currency fluctuations 
occurring after the exploration, discovery 
or prospecting. Of these kinds, profit from 
a sale of a patent, formula or process is 
the only one which is specifically set forth 
in Section 456 as a separate class of poten- 
tially abnormal income and even then it is 
limited to profit where the development 
occurs over a period of more than 12 
months. These different classes of income 
may exist, however, regardless of whether 
all of them constitute classes of abnormal 
income within the scope of Section 456. 
The purpose here is not to discuss what 
constitutes a class of income which may 
be classed as abnormal but to determine 
how it shall be attributed to other years, 
assuming that it is found to be abnormal. 


Whatever the kind of income from patents, 
formulae or processes may be, if it should 
be regarded as abnormal under Section 456 
or under Section 721 of the prior law, the 
attribution may .be made only to the other 
years in which an asset of value is developed. 
If the attribution intended were not limited 
to increase in value due to development, 
the attribution might be made to all prior 
years in which an increase in value occurs, 
regardless of whether it is due to develop- 
ment work or to appreciation in value ac- 
cruing for other reasons. This possibility 
would make it difficult to attribute the in- 
crease in value to any particular year or 
to a definite event within a particular year, 
as is necessary for the purposes of Section 456. 


As the development work is performed, 
it is possible that the taxpayer acquires an 
asset which has a value considerably in 
excess of the cost of the work. This is to 
say, it may be that the accretion in value 
occurs over all or a part of the develop- 
ment period. In other instances the value 
added by the development work may not 
come until later, as, for example, when the 
idea behind the development proves to be 
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a workable one for business purposes or 
when demand for the product occurs. 


One difficulty in this respect may arise 
in the case of patents, where the invention 
is perfected many months prior to the time 
when the patent ig secured. The invention 
may contribute aicuie part of the value 
of the patent. On the other hand, if there 
is a claim that the patent infringes an earlier 
one or there is no demand for the article 
patented, it may be that the invention 
itself contributes little, if anything, of sub- 
stantial value, until the inventor’s patent 
rights are established or until there is a 
market for the patented article, whichever 
the case may be. All of this raises the 
question as to when the accretion or increase 
in value occurred. It emphasizes that the 
year in which a patent is granted is not 
necessarily the year to which all of its 
value is to be attributed. The patent 
merely protects the inventor’s exclusive 
right to his invention. The invention is 
the asset which results from the develop- 
ment work, although, when the patent is 
secured, the value of the invention may be 
a material factor in determining the value 
of the patent. 


Corporate Dividends.—The theory with 
respect to exploration, discovery or pros- 


pecting, however, does not explain the 
basis for attributing corporate dividends to 
a year prior to that in which they are first 
recognizable as taxable income according 
to the concept applied in the taxing act. 
Dividends are not specifically set forth in 
Section 456 as a class of potentially abnor- 
mal income, because they are in substance 
exempt from the present excess profits tax. 
Section 721 of the World War II excess 
profits tax law specifically described divi- 
dends as a class of potentially abnormal 


3%} Where there are interference proceedings, 
the defense of the patent application may be 
classed as.a part of the development. -(Davis & 
Son, Inc., CCH Dec. 14,872, 5 TC 1195 (1945).) 


%¢ Tt has been held that a single rule of income 
tax accounting has been prescribed for deter- 
mining when the accounting shall be made. 
(Tar Products Corporation v. Commissioner, 
42-2 ustc { 9662, 130 F. (2d) 866 (CCA-2).) But 
the decision goes only to the reasonableness of 
a single accounting method. It is not con- 
clusive as to when dividend income first be- 
comes taxable under the taxing act or when 
it may first be taxed by a change in the statu- 
tory concept of taxable income. 

%™ Regs. 112, Sec. 35.721-10. The taxpayer, 
however, must produce evidence of the actual 
earnings to the date of the dividend if relief 
is to be obtained. (Carborundum Company, 
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income but limited such class to dividends 
on stock of “foreign corporations, except 
foreign personal holding companies.” If 
any relief may be obtained under Section 
721, it depends upon the extent to which 
dividend income may be attributed to years 
prior to the year in which it is first recog- 
nized as taxable income, whatever that time 
may be.” 


Under the World War II provisions, the 
Regulations ™ permitted the attribution to 
be made to the years in which the dis- 
tributing corporation accumulated the earn- 
ings and profits out of which the dividends 
were paid. Where the earnings and profits 
out of which the dividend was paid were 
accumulated prior to the time when the 
taxpayer corporation acquired its stock, 
such Regulations provided for attributing 
the dividend income to the year in which 
the stock was acquired. 


The effect of these Regulations was to 
ignore the corporate entity of the dis- 
tributing company for the purpose of deter- 
mining the year to which the attribution 
might be made. I do not mean that for 
this reason the Regulations were invalid. 
There are instances in which the corporate 
entity is completely ignored for purposes 
of fixing income tax liability. They occur 
where the corporation whose entity is ig- 
nored is a passive dummy or a mere agency 
or instrumentality of another corporation™ 
or where the Commissioner is permitted 
to ignore a corporate entity to prevent an 
avoidance of tax.” However, the rule in 
the prior Regulations cannot be confined 
to such instances, since any such limitation 
would restrict the relief primarily to those 
instances in which the distributing company 
was availed of to avoid tax. It seems un- 
likely that Section 721 of the prior excess 
profits tax law should have any such effect, 


CCH Dec. 16,830, 12 TC 287 (1949). Cf. The 
Arrow-Hart & Hegeman Electric Company, 
CCH Dec. 15,517, 7 TC 1350 (1947).) 


3% Paymer Vv. Commissioner, 45-2 ustc { 9353, 
150 F. (2d) 334 (CCA-2); Inland Development 
Company v. Commissioner, 41-2 ustc { 9500, 120 
F. (2d) 986 (CCA-10). 


3° Where no substantial business advantage 
except a tax saving is to be derived from the 
use of the corporate fiction or where the main- 
tenance of apartness of the corporation would 
work a fraud or do an injustice under the 
revenue laws, the Commissioner may sustain or 
disregard the effect of the corporate fiction 
as best serves the purposes of the taxing 
statute. (Higgins v. Smith, 40-1 vustc { 9160, 
308 U. S. 473; Burnet v. Commonwealth Im 
provement Company, 3 vustc { 1009, 287 U. S. 
415 (1932).) 
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for it would grant relief in instances where 
the distributing company was availed of in 
an attempt to avoid tax and deny it where 
no such attempt was made. 


The sounder explanation appears to be 
that all corporate earnings may be taxed 
directly to the stockholders, although we 
do not employ such rule in our taxing act. 
Such a rule, however, was employed under 
the Civil War Act of June 30, 1864, and was 
sustained.” A corporation is a statutory 
creature. ‘Its separate entity is merely a 
legal fiction which can be ignored if we 
wish to do so, and the fact that we have 
restricted the area of nonrecognition of the 
entity does not mean that we cannot extend 
the area, even if a further constitutional 
amendment is necessary to enable us to do so, 


But we have long followed a policy of 
partially ignoring the corporate entity in the 
treatment of distributions by the corpora- 
tion. That is to say, though by legal fiction 
the corporation is an entity separate and 
distinct from the stockholders, we pierce 
the corporate veil to ascertain the source of 
the dividends. When income payments are 
received by an individual taxpayer from 


another individual, we are not concerned ° 


with the nature of the fund out of which 
the payor made the payment, but in taxing 
corporate distributions we have long fol- 
lowed the practice of looking to the cor- 
porate fund out of which the distributions 
are made in determining their taxability.” 
We make a distinction between distribu- 
tions out of earnings prior to March 1, 1913, 
and those out of later earnings, those out 
of accumulated earnings and profits and 
those from other sources, those out of cur- 
rent profits and those made in a loss year 
when there are no accumulated earnings 
and profits. To some extent this practice 
ignores the corporate entity; otherwise all 
corporate distributions would be taxed in 
full except perhaps those in liquidation of 
the corporation.* Hence, if we look to the 
source of a distribution to determine its 
taxability, ‘I see no reason why we cannot 


Collector v. Hubbard, 79 U. S. 1 (1871). 
Cf. Southern Pacific Company v. Lowe, 1 vustc 
{19, 247 U. S. 330, 336 (1918). In Hisner v. 
Macomber, 1 vuStc { 32, 252 U. S. 189, 218-219 
(1920), the Court, however, took the view that 
the principle of the Hubbard case does not 
permit profits to be taxed directly to the 
stockholders without complying with the con- 
Sstitutional requirement for apportionment, 
holding also that ‘‘what is called the stock- 
holder’s share in the accumulated profits of the 
company is capital, not income.’’ 

"Code Sec. 115 and Regs. 111, Sec. 29.115-2. 

“ This rule has been followed in Great Britain. 
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adopt a similar rule in ascertaining the 
origin of a dividend for abnormal income 
purposes. 


Attribution to Year of Expenditure 


It follows from what I have said that ex- 
penditures by a taxpayer do not in them- 
selves mark the year or years to which an 
attribution under Section 456 may be made. 
One reason why this is so is that the ex- 
penditure may constitute an ordinary and 
necessary business expense deductible for 
income tax purposes at such time as may 
be proper under the taxpayer’s method of 
accounting. Regardless of when the deduc- 
tion is permitted by the taxpayer’s method 
of accounting, the theory of a deductible 
expense is that it represents an item con- 
sumed within a short period of time and 
that it does not result in a benefit to be 
carried into later years. If this is not the 
case, it is erroneous, although properly per- 
missible under certain accounting methods, 
to charge the item as an expense for the 
year for which it is deducted. Even if the 
expenditure is by nature an expense but a 
part is not chargeable against income for 
the year in which it is incurred, such part 
should be treated as a deferred expense to 
be deducted in the subsequent year, unless 
the taxpayer’s method of accounting does 
not permit such treatment. For this reason, 
income later included in gross income and 
regarded as abnormal income cannot be at- 
tributed to the years in which the expense 
item was incurred or properly deducted. 
For example, advertising expenses in one 
year are not sufficient to justify attributing 
to that year income of a later year.* 


On the other hand, if the item is a capital 
expenditure, it may be used in later years 
in producing income, but the income is not 
for that reason attributable to the year of 
the expenditure.“ If the expenditure is for 
a depreciable or depletable property, a 
proper part of the expenditure should. be off- 
set against the income derived from the 


#8 Geyer, Cornell & Newell, Inc., cited at 
footnote 2. Where, however, the expense is 
chargeable to income earned in the year of the 
expense but reported in a later year, as is the 
case where the completed-contract method is 
used, the problem involved is distinguishable. 


“(See Regs. 112, Sec. 30.721-7.) 


44 See Regs. 130, Sec. 40.456-3 and Regs. 112, 
Sec. 35.721-3, which state this rule. Where a 
taxpayer is using the completed-contract basis, 
the attribution is to be made to the years of 
the expenditures under the World War II pro- 
vision for years prior to 1942. (Regs. 109, 
Sec. 30.721-7.) This is done because the income 
was earned as the expenditures were made. 
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property. Theoretically, there are three 
methods of achieving this result. One is to 
charge off a proper part in the later years 
when the property is used. This is the 
method generally followed for income tax 
purposes. The second method is to attribute 
income from the property to the year of the 
expenditure in an aggregate amount equal 
to the amount of the expenditure. This 
effect is in substance, though not in form, 
achieved where a taxpayer employs what is 
sometimes called a cost-recovery method.* 
The third method resembles the second one 
except that it also attributes to the prior 
years an amount equivalent to the increase 
in value which occurred in the prior years 
and is marked by a definite event such as 
development work, perfection of an inven- 
tion, granting of a patent or discovery of a 
new process. The year so marked by a 
definite event which results in an increase 
in value may be a proper one to which to 
attribute, under Section 456, a part of the 
later income which falls in an excess profits 
tax year. 


This is not so merely because a capital 
expenditure was made. If an attribution to 
the year of the expenditure is to be made 
for the purposes of Section 456, it should 
not be in an amount greater than a properly 
allocable part of the net increase in value 
occasioned by the expenditure. This in- 
crease in value is measured by the excess 
of the value due to the expenditure over the 
amount of the expenditure. For example, 
suppose that in 1947 the Y corporation ex- 
pended $50,000 in experimental work to 
develop a new carburetor for gasoline en- 
gines; that by the end of that year, how- 
ever, it had not been successful in any 
respect and it had created no new assets; 
that it was, indeed, not until the year 1951 
that it perfected and patented the invention. 
If it sold the patent in 1952, at a profit, may 
it attribute any part of the profit to the 
year 1947? In my opinion the answer is 
that it cannot, unless such method is gen- 
erally permissible as a practical matter to 


# By this method, no income is taxed unless 
and until the income from the property exceeds 
the capital expenditure and future costs incurred 
to the date of the accrual or receipt of the 
income. 

* This practical method is employed in 
examples (1) and (2) in Regs. 112, Sec. 35.721-7; 
in Rochester Button Company, CCH Dec. 15,321, 
7 TC 529 (1946); W. B. Knight Machinery Com- 
pany, CCH Dec. 15,038, 6 TC 519 (1946); South- 
western Oil & Gas Company, CCH Dec. 15,176, 
6 TC 1124; and Toledo Engineering Company, 
Inc., CCH Dec. 17,631, 14 TC 765 (1950). 

41 See Premier Products Company, CCH Dec. 
13,374, 2 TC 445 (1943), in which abnormal 


avoid the problem of making the necessary 
valuations for attributing the profit to the 
years in which increases in valuation occur 
by reason of the expenditures.“ Even so, 
it is difficult to assume that any part of the 
profit originated in expenditures in 1947 if 
it is clear that in that year no asset of value 
resulted from the expenditure. 


This theory appears to be the explanation 
why insurance proceeds received by a cor- 
poration upon the death of a stockholder or 
officer of the company may not, for the 
purposes of Section 456, be attributed to 
the years in which the corporation acquired 
the policy or paid the insurance premiums.“ 
Certainly the entire proceeds cannot be at- 
tributed to those years, even though they 
constitute net abnormal income. If any 
attribution is made to the years of the pay- 
ment of premiums, it should not exceed the 
increase in cash surrender value resulting 
from the payments. But if these attribu- 
tions may be made, it also is erroneous to 
attribute the entire proceeds, or the pro- 
ceeds less the cost of the insurance, to the 
year of the officer’s death in case the pro- 
ceeds are, for income tax purposes, includi- 
ble in gross income for a year subsequent to 
the death. Moreover, in such case, if there 
is any controversy as to the corporation’s 
right to the proceeds, the effect of such 
controversy upon the value of such right is 
a material factor in attributing any part of 
the proceeds to the year of the officer’s 
death. Where the corporation’s claim to 
the proceeds is disputed, a failure to estab- 
lish the value of the claim at the time of the 
officer’s death may preclude any attribution 
to the year of the death. 


In one case“ arising before the Tax 
Court, these considerations appear to be the 
only rationale of the decision, unless the 
taxpayer did not choose the proper class of 
income as abnormal. In that case the cor- 
poration’s claim to the proceeds of an in- 
surance policy was questioned by the officer’s 
widow, as a result of which the insurance 


income consisting of insurance proceeds re- 
ceived in the year of insured’s death was held 
not to be attributable to prior years. Simi- 
larly, Waters, Inc., CCH Dec. 14,694(M), 4 TCM 
791 (1945). 


@#H. T. Slider, Inc., CCH Dec. 14,613, 5 TC 
263 (1945). In this case there was no evidence 
of the value of the taxpayer’s claim at the time 
of the officer’s death or of whether such value 
exceeded the cash surrender value immediately 
prior to the officer’s death or of whether it 
exceeded the cash surrender value of the 
policies at the time they were transferred to the 
taxpayer. 
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company did not release the proceeds to 
the corporation until the widow withdrew 
her claim. The Tax Court said that’ the 
proceeds were “not accruable as income” 
until the year in which the widow withdrew 
her claim. What the court had in mind is 
not clear. If by “accruable” it means ac- 
cruable for purposes of the strict accrual 
method of accounting, it is correct. How- 
ever, the real issue in such case is whether 
there was a prior “accrual,” in the generic 
or general legal sense of the word, at the 
date of the officer’s death and whether at 
that time. the corporation’s claim had any 
value other than a speculative one which 
could not be fixed. 


Obviously, there was an accrual. Such 
accrual occurred upon the death of the 
officer, at which time the right of the cor- 
poration to receive the insurance proceeds 
arose, despite the widow’s claim. At that 
time the fair market value of the corpora- 
tion’s right to the proceeds may have been 
considerably less than the amount eventu- 
ally received, and such value may have been 
less than the cash surrender value built up 
in prior years by the payment of premiums. 


Even so, at that time such right became: 


recognizable for income tax purposes, al- 
though the corporation was, by reason of 
its method of accounting, allowed to defer 
its accounting of the transaction until] the 
widow withdrew her claim. Hence, theo- 
retically a part of the proceeds may be 
attributable to the year of the officer’s death. 


If this is not so, Section 456 is almost 
a nullity. ‘If abnormal income can, for the 
purposes of that section, be attributed only 
to the year or years for which it is properly 
includible in gross income pursuant to the 
accrual basis of accounting, the section can 
apply to a taxpayer on the accrual basis 
only where the taxpayer includes in gross 
income of a given year an item which was 
erroneously excluded from gross income of 
a prior year. In such event, if the statute 
of limitations has not expired for the prior 
year, there are ways outside of Section 456 
for making a correction for income tax pur- 
poses as well as for purposes of the excess 
profits tax, and Section 456 is unnecessary 
for such purpose. On the other hand, if the 
attribution can be made only to the year in 
which the claim is settled, relief is obtain- 
able under Section 456 only in cases where 
the method of accounting regularly followed 
by the taxpayer permits the taxpayer to 
Postpone its accounting to a later year, as, for 
example, where the taxpayer is on the cash 
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basis and does not account for the trans- 
action until payment is actually or construc- 
tively received. 


Amount of Attribution to Other Years 


I do not intend to imply in anything I 
have said that the entire amount of. net 
abnormal income for a given excess profits 
tax year is necessarily attributable to the 
year of a definite event which results in the 
abnormal income or, in the case of an event 
which marks an increase in value, that the 
attribution may equal such increase. The 
increase may be realized as taxable income 
over a period of years, which may include 
an excess profits tax year, and it is neces- 
sary to limit the amount of the attribution 
to the allocable part of the increase reflected 
in the abnormal income for the particular 
excess profits tax year. 


For example, suppose that in 1936 the M 
manufacturing corporation completed the 
development of a device, for which it se- 
cured a patent, and licensed other companies 
to manufacture the device under a royalty 
arrangement which required payment of a 
royalty of $10 for each device manufactured 
and sold. Even if all of the royalties in- 
cludible in gross income for 1942 constituted 
net abnormal income, it does not follow that 
the entire amount may be attributed to 1936. 
This is so even though the fair market value 
of the patent in 1936 was in excess of the 
amount of such royalties and the corpora- 
tion did not use the patented device in its 
own operations. The 1936 value less the 
prior costs of the development measures 
the amount of economic income for 1936, 
and I would agree that a part may be re- 
flected in the royalties received in 1942. But 
the 1936 value is in reality the then value 
of all income which, according to the esti- 
mates as of that time, is to be received from 
the patent during its 17-year legal life or 
during its useful life in case the then useful 
life is less than 17 years. 


For this reason the 1936 value in excess 
of the costs of developing the patent must 
be spread in some manner, whether ratably 
or otherwise, over the useful life of the 
patent in order to ascertain what part is 


‘reflected in the abnormal income of a given 


excess profits tax year. The part of the net 
1936 increase in- value which may be so 
spread to 1942 limits the elimination from 
excess profits net income for 1942 and limits 
the attribution to prior years, regardless of 
what the amount of net abnormal income for 
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1942 may be. Hence, even if the royalties 
may be regarded as abnormal income, the 
part in excess of this limit belongs in excess 
profits net income for 1942. 


If income from the use of a patent may 
constitute abnormal income and the attribu- 
tion is made as suggested, the corporation 
is placed in substantially the same category 
for excess profits tax purposes as a corpo- 
ration which purchases a patent in a prior 
year. Where a corporation purchases a 
patent, it is permitted for income tax pur- 
poses to spread the cost over the useful life 
of the patent and each year deduct an 
aliquot part of the cost. This method of 
treatment has the same effect for tax pur- 
poses as if the corporation were allowed 
each year to exclude from gross income an 
amount equal to the aliquot part of the cost. 
If a corporation develops the patent from 
which it receives royalty income and if, 
under Section 721, it is allowed to achieve 
a similar result for excess profits tax pur- 
poses, it is permitted to exclude from excess 
profits net income an amount equal to the 
part of the net increase in value which was 
caused by the development and which is 
reflected in the gross income of the excess 
profits tax year, providing, of course, that 
the net abnormal income from the royalties 
is equal to such part. 


The same theory may be applied in case 
the patent is used by the corporation in its 
own operations in manufacturing and sell- 
ing the patented device if, as under Section 
721 of the World War II excess profits tax 
law, the income from the patent may be 
regarded as abnormal. This is to say that, 
in such case, the amount of royalties re- 
ceived from others is not a proper measure 
of the amount of net abnormal income 
which may be attributed to other years. 
The income defived from the patent by the 
corporation in its own operations may be 
equal to the royalties which it could have 
earned by licensing others to manufacture 
the number of devices which the corpora- 
tion manufactured, but this income. is at- 
tributable to prior years only to the extent 
of the net increase in value which resulted 


In Geyer, Cornell & Newell, Inc., cited at 
footnote 2, each advertising account was re- 
garded as a class of abnormal income and, 
presumably, a single item of income may con- 
stitute such a class. In Rochester Button Com- 
pany, cited at footnote 46, however, income 
from sales of five types of buttons was included 
in one class in determining whether it was 
abnormal in amount, although the income from 
one type was not abnormal if considered sepa- 
rately. In this case the claimed attribution 
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from the development of the patent and 
which, when reasonably spread over the 
usefulness of the patent, is reflected in such 
income. 


Selecting Class of Abnormal Income 


Whatever the concept of attribution for 
the purposes of Section 456 may be, it is 
clear that the attribution may be simplified, 
or at least not unnecessarily complicated, if 
the chosen class of income is confined to 
items of income which have sources iden- 
tical in character.” On this point it may be 
noted that in choosing the class of income 
claimed to be abnormal, occasionally there 
is a tendency to select a category which is 
too broad in scope to permit simplified 
treatment. A broad class may contain many 
profit components which differ in character 
and spring from dissimilar sources. If the 
components of such a class of abnormal in- 
come are considered separately, as in the 
final analysis they must be, we may find 
that they have distinct origins and that the 
relief obtainable under Section 456 depends 
upon the amounts of the various components 
which may be attributed to other years. In 
the alternative, if a corporation fails to con- 
sider the components separately or does not 
isolate a particular component and choose 
it as the class of abnormal income upon 
which the claim for relief is based, the cor- 
poration may fail to establish a right to 
relief.” 


Income from Sales, a Broad Class.—The 
difficulties encountered under these circum- 
stances may be illustrated by reference to.a 
case where, pursuant to Section 721 of the 
prior excess profits tax law, a mining and 
manufacturing company chooses “income 
from sales” of a product as a class of ab- 
normal income.” Suppose, for example, that 
a corporation sells a certain article which it 
manufactures from a mineral mined by it 
from an ore deposit it discovered as a result 
of exploration and prospecting operations 
extending over a period of more than 12 
months. Since its sales have greatly in- 
creased and for a given excess profits tax 
year are more than 125 per cent in excess of 


was based upon research and development of 
the five types of buttons. 

5% Hitel-McCullough, Inc., CCH Dec. 16,171, 
9 TC 1132 (1947). See also Ramsey Accessories 
Manufacturing Corporation, CCH Dec. 16,303, 
10 TC 482 (1948). 

% Of course, fatal difficulty may be encoun- 
tered if the taxpayer chooses income tax net 
income as the class of abnormal income. (Pro- 
ducers Crop Improvement Association, CCH Dec. 
15,330, 7 TC 562 (1946). 
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the average for the four preceding years, it 
chooses “income from sales” of the manu- 
factured articles as the class of abnormal 
income. Of course such sales and their 
costs and expenses must be segregated from 
other sales, income, costs and expenses. 
Even after this is done, the income from 
sales of the article for a given excess profits 
tax year must be computed by subtracting 
the cost of the sales, and if the expenses are 
deducted, the profit constituting potential 
net abnormal income may be found to be 
due to several causes and to include income 




















































: of several types, such as the following: Under these circumstances it is apparent 
> (a) Mining profit, which includes the that if the corporation chooses “income 
. part of the profit equivalent to the amount from sales” as the class of abnormal in- 
; of profit to be expected from the actual come,” considerable segregation is necessary 
1 mining and refining operations; in order to ascertain what income may be 
: (b) Manufacturing profit, which, in addi- attributed to other years. The mining profit 
; tion to the normal profit generally expected and the manufacturing profit, of course, are 
. from manufacturing operations, may be in- chiefly attributable to the excess profits tax 
: creased by lower operating costs" or other Year for which the abnormal income is in- 
, efficiencies ™ or special abilities in plant op- cludible in gross income, although the part 
. eration and management; peers Aes the ee of finished —_ 
Is (c) Selling profit, which is the profit due 97¢ WOrs im Protess in the opening inventory 
ts to increased demand or chee business ™*Y due to ea mameactaring ig te 
n conditions ™ or that due to sales effort such. P7eCCOins year. ms eagand - Sg ae — pene 
1- as effective advertising or selling (this profit yh it ne selling a 1 basa ys chief 
ot is relatively larger where, for example, the ve age 4 4 ” “% splorpien ha 4 gil 
se selling efforts maintain sales, or even in- — aol aia . a a 9 ™ 
on crease them, in a highly competitive market Se a yore seins nsticrcsess, My: <ve tain 
on or incvense the sides of a product which is | ecte in t € opening inventory 1s due to an 
7 ent increase in the price occurring in the pre- 
to not we , : ceding year, but the remainder is due to 
(d) Inventory profit, which is the profit such advance in the price as occurs within 

” due to a rise in market price caused by in- the year of sale. The investment income 
= creased demand and the creation of aseller’s and income from intangibles refer to the 
#8 market or due to inflation or currency current income from such sources. Thus, 
“- changes (this profit may be in the inventory when we consider all of these components 
ne carried over from the preceding year or in of profit it is apparent that the relief, if 
sn the materials which are purchased during any, obtainable under Section 456 must be 
b- the excess profits tax year involved and in- secured primarily from such attribution to 
a cluded in the manufacture of articles sold other years as may be made of that part of 
2 within the year in a rising market) ; the income from the discovery of the ore 
it (e) Income from the discovery of the ore, which constitutes abnormal income for the 
ult which is the amount reflected in the price year of the sales of the articles. Hence, if 
yer ® Regs. 130, Sec. 40.4563; Regs. 112, Sec. William M. Bailey Company, CCH Dec. 17,882, 
12 35.721-3; and compare Southwestern Oil & Gas 15 TC 468 (1950). 

in- Company, cited at footnote 46. 8 Ramsey Accessories Manufacturing Corpo- 
tax 383 The failure to segregate the amount due to ___ ration, cited at footnote 50. 
; of efficient management and skill may defeat the 56 See Regs. 112, Sec. 35.721-8, wherein income 
cals prengghy Fg pone yg tp 4 ae aoe sales may have been considered the class 
s of costs, however, are not to be applied to reduce pice gy Ble = ie ou ae 
171, net abnormal income where, in the case of an “taxpayer having developed a new milling ma- 
ries oil company, they are due to increased volume chine, the income from the sales of the machine, 
303, resulting from discovery. (Southwestern Oil exclusive of repair parts and other items, was 
) & Gas Company, cited at footnote 46.) regarded as a class of abnormal income; and 
oun- 5% Regs. 130, Sec. 40.456-3; Regs. 112, Sec. Ramsey Accessories Manufacturing Company, 
net 35.721-3; Soabar Company, cited at footnote 8; cited at footnote 50, where income from the 
Pro- — tA Lage 4 oa ae Pt serge oe sales of piston rings was regarded as abnormal 
Dec. ec. 17,254, ) ; 


Company, CCH Dec. 16,926, 12 TC 615 (1949); 
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of the article because of the value of the ore 
at the time it was discovered; 


(f) Investment income, which is the in- 
come from investments or values in tangi- 
ble assets, the amount of which income is 
comparable to the return to be expected if 
the assets were held solely as an invest- 
ment; and 


(g) Income from good will™ and other 
intangibles, which income should represent a 
reasonable return on the value of such in- 
tangibles. 





income from the development of these rings. 
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the corporation selects income from the 
discovery of the ore as the class of abnor- 
mal income instead of income from sales, it 
pinpoints two problems under Section 456. 
The first one is to determine whether such 
income may be regarded as abnormal under 
that section. The other is the problem of 
attribution which may be simplified by 
eliminating from abnormal income all of 
the component parts of the profit which 
are in the sales priee of the product sold 
except the income from the discovery of 
the ore.” 


Income from Change in Accounting 
Methods, a Narrow Class.—The possibility 
of making more than one choice as to the 
class of abnormal income may explain why, 
for example, we find different views regard- 
ing the proper method of attribution where 
there is a bunching of income in a given 
excess profits tax year due to a change in 
the corporation’s method of accounting. 
For example, suppose that a corporation in 
a retail business reports its income on the 
installment basis and changes to the accrual 
basis for 1950 and subsequent years. If the 
corporation selects “income from sales” as 
the class of abnormal income and if such 
selection is proper in that the income from 
sales exceeds 115 per cent of the average 
for the preceding four years, the problem 
of attribution is not as complicated as that 
described above in the case of a manufac- 
turing company, but the result is not neces- 
sarily the same as it would be if another 
classification were made. Generally speak- 
ing, without going into all of the details, 
it is clear that income from sales prior to 
1950 is to be attributed to the prior years 
and that the profits from sales made in 
1950 are chiefly attributable to 1950. It may 
be also that an attribution to the year of the 
sales is sufficient to dispose of all problems 
arising under Section 456.* Moreover, since 
“income from sales” is the chosen class of 
abnormal income, an attribution to-the year 


% A similar breakdown to component parts 
is necessary or will simplify the problem if 
income from the use of a patent which was 
developed by the corporation may be regarded 
as abnormal income under Sec. 456 where the 
corporation, however, selects income from sales 
of patented articles as the class of abnormal 
income. For a unique method for breaking 
down abnormal income into its contributory 
components and determining the part of the 
sales allocable to each component, see Murray 
Hillman, ‘‘Determining a Fair Basis for Relief 
in Section 721,’’ TAxES—The Tax Magazine, 
February, 1950, p. 130. 


8 Cf. Regs. 112, Sec. 35.721-8, which contains 
an illustration employing this method under 
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of the sale appears to be a proper method, 
unless it may be necessary to segregate 
such income into its component parts as 
where, for example, the year of accrual 
of inventory profit or some other profit 
component is material and may affect the 
tax result. 


On the other hand, income which is in- 
cludible in gross income by reason of a 
change in the taxpayer’s method of ac- 
counting is one of the classes of potentially 
abnormal income specifically set forth in 
the statute,” and if the corporation selects 
such category as a class of abnormal in- 
come, the attribution may differ from that 
made where the broader category, “income 
from sales,” is selected. If the corporation 
selects the narrower class, it is essential to keep 
in mind the effect of a change in account- 
ing methods. When a corporation changes 
its accounting method, the effect for the 
year of the change may be threefold: 


(1) For that year and as a prerequisite 
to making the change, the corporation may 
be. required to include in gross income 
amounts which are not yet so includible 
under the abandoned accounting method but 
which would have been includible in gross 
income for a prior year had the new method 
of accounting then been employed. 


(2) For the year for which the change is 
made, the corporation may be required to 
include in gross income amounts which, 
under the abandoned method of account- 
ing, are includible in gross income for such 
year and which would have been includible 
in gross income for a prior year had the 
new method then been employed. 


(3) Under the new method of accounting 
the corporation may, for the year of the 
change, be required to include in gross in- 
come amounts which were not includible 
before in gross income under the abandoned 
method or the new accounting method and 
which, except for the change, would be in- 


the World War II provision. The regulations 
under Sec. 721 of the World War II tax and 
Code Sec. 456 in Regs. 112, Sec. 35.721-8 and 
Regs. 130, Sec. 40.456-9, state: ‘‘Items of net 
abnormal income includible in gross income for 
the taxable year rather than for a different 
taxable year by reason of a change from the 
installment method to the straight accrual 
method of accounting shall be attributed to the 
year or years such items accrued.’’ Presum- 
ably this means the year or years of the sales, 
but the regulation does not indicate what 
consideration is to be given to the taxpayer's 
choice of the class of abnormal income. 


59 Code Sec. 456 (a) (2) (D). 


June, 1952 @© TAXES—The Tax Magazine 





cludible in gross income for a year sub- 
sequent to the change. 


Each of these categories of income poses 
a problem of attribution which may be illus- 
trated by the following example: 


Prior to the calendar year 1951 the Y 
furniture corporation reported its income 
on the installment basis. For the year 1951 
and pursuant to an approval obtained from 
the Commissioner, it changed to the strict 
accrual basis, that is, the accrual basis as 
defined by the courts for income tax purposes. 


The corporation’s gross income for the year 
1951, computed on the strict accrual basis 
and including amounts required to be in- 
cluded as a prerequisite to the change in its 
method of accounting, is as follows: 


Income from installment sales made 
prior to 1951 but not collected.... $130,000 


Collections in 1951 on sales made 
prior to 1951 


Income from sales made in 1951 .. 


320,000 


With respect to the first item of income, 
namely, the $130,000 derived from sales 
made prior to 1951 but not collected, this 
much seems clear: This item is includible 
in the gross income for 1951 by reason of 
the change in the taxpayer’s accounting 
method. Had the change in the taxpayer’s 
accounting method not been made, the 
$130,000 would not have been includible in 
gross income for the year 1951. Hence, 
unless we ignore the method of accounting 
used by the taxpayer prior to the change, 
it is clear that no part of the $130,000 is to 
be attributed to 1951 or any prior year, 
since even without the change in the tax- 
payer’s accounting method, no part would 
have been includible in gross income for any 
such year. Unless, for no reason connected 
with the change in the taxpayer’s account- 
ing method, we are to ignore the method 
used by the taxpayer prior to the change, 
the item, to the extent it, constitutes net 
abnormal income, is attributable to years 
when the collections are made subsequently 
to 1951, which years are the ones in which 
the profit in the collections would have been 
includible in gross income except for the 


change in accounting method. Of course, if © 


the theory of Section 456 is that all attribu- 
tions should be made to the years in which 
the items first became recognizable as tax- 


able income, the item of $130,000 should be 
attributed to the years in which the sales 
were made. But if that is the governing 
theory, Section 456 becomes a nullity in 
some cases, such as, for example, those in- 
volving the second and third classes of 
potentially abnormal income set forth therein.” 


As to the second item of income in the 
above example, namely, the $250,000 in- 
cluded in gross income for 1951 because of 
collections on sales previously made, this item 
would have been includible in gross income 
for the year 1951 even if there had been no 
change in the taxpayer’s accounting method, 
and for this reason no part should be at- 
tributed. to any other year if we give full 
effect to the fact that the chosen class of 
abnormal income is limited to “income in- 
cludible in gross income for the taxable 


-year rather than for a different taxable 


year by reason of a change in the taxpayer’s 
method of accounting.” 


As to the third item in the above example, 
namely, the $320,000 which represents in- 
come from sales made in 1951, if the change 
in accounting method had not been made, 


_the taxpayer would report for 1951 only 


upon the basis of collections on such sales 
made in that year. Thus, if only 75 per cent 
of the sales made in 1951 were collected in 
that year, only 75 per cent of the $320,000, 
or $240,000, would have been included in 
gross income for 1951 had the taxpayer not 
made the change in its accounting method. 
The effect of this is to say that no more 
than $80,000 of. this item ($320,000 less 
$240,000) represents abnormal income. How- 
ever, even if $80,000 constitutes abnormal 
income resulting from a change in the ac- 
counting method, it is apparent that no part , 
thereof may be attributed to any year prior 
to 1951. Whatever attribution is made of 
this item, if we make an attribution in the 
light of the chosen class of abnormal in- 
come, the part constituting net abnormal 
income should be attributed to future years 
in which the collections are made and for 
which the $80,000 would have been includible 
in gross income had the taxpayer not changed 
its method of accounting. This is the only 
method which is consistent with the treat- 
ment of the other two items. It may not 
be the only method permissible with re- 
spect to the items, which fact is explained 
above, but it is a permissible method when 


applied to the chosen class of abnormal 
income. 


nnn 


® These two classes include (a) income result- 
ing from exploration, discovery or prospecting 
extending over a period of more than 12 months 


Tax Accounting and Abnormal Income 


and (b) 
formulae or processes developed over a period 


income from the sale of patents, 


of more than 12 months. 
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Legislative Awards.—Legislative awards 
constitute another instance where the choice 
of the class of abnormal income may vary 
and produce different results. Suppose, for 
example, that in 1949 the M contracting 
company performed a government contract 
at an agreed price which resulted in a loss. 
Suppose, further, that in 1952 the company 
petitions Congress for relief and in that year 
Congress enacts a statute which provides 
a method for paying additional compensa- 
tion to the company for the work done by 
it. Also, in 1952, after the enactment of the 
statute, the company files a claim for addi- 
tional compensation, which claim, however, 
is not allowed or paid until 1953, for which 
year, pursuant to its method of accounting, 
the company includes the additional com- 
pensation in its gross income. Under these 
circumstances, if the net abnormal income 
equals the additional compensation, may the 
amount thereof be attributed to the year in 
which the contract was performed? 


On this question there must be further 
development of the law before it can be said 
that any part of the additional compensation 
may, for general income tax purposes, be 
attributed to the year of the performance 
of the contract. There are instances in 
which, pursuant to some rules of income 
tax accounting, an accounting for income 
is permitted to be made for a year other 
than the one in which the right to such 
income is received, but, generally, the ac- 
counting is permitted for a later year, al- 
though a corresponding’ limitation is not 
always applied with respect to deductions, 
as, for example, where by use of cost or 
market, whichever is lower, an inventory 
loss is in effect allowed before, and without 
regard to whether, it is later realized by a 
sale or other dealing. In the case of income, 
however, there are constitutional considera- 
tions which confuse the issue. One appre- 
hension in this respect is that if income 
is attributed to a year prior to the receipt 
of an enforceable right to the income, we 
are in effect taxing income for a year for 
which there is no such income. But it may 
be that this does not correctly state the 
issue. If we limit the attribution to income 
actually accrued or received, the tax is upon 
income, the only issue being whether the 
income can be used in the measure of a 
tax for a year prior to accrual or receipt; 
and in administering the abnormal-income 
provisions, if the effect is merely to limit 
the extent of tax relief to be derived from 
excluding the income from excess profits 
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tax net income of a given year, apparently 
no constitutional issue is involved, 


In any event, the attribution must be made 
upon some reasonable basis and because of 
some event which furnishes a definite guid- 
ing standard for the attribution. In situa- 
tions such as that in the example given, 
however, there is a basis for saying that 
the additional compensation was earned in 
the year in which the contract was per- 
formed, although the company did not then 
have a legal right to such compensation. 
The taxpayer must then have had a moral 
right to the additional compensation, other- 
wise Congress would not have provided for 
relief. This is not to say that the attribution 
contemplated by Section 456 may be made 
upon a moral, rather than a legal, basis. 
Even though a legal right to such com- 
pensation did not exist until a later year, 
the earlier performance of the services, to- 
gether with a moral right to the compen- 
sation, appears to be sufficient basis for an 
attribution to the year of the performance 
of the contract, when we consider that the 
earning of such right was later recognized 
by Congress. 


However, if this method of attribution 
may be used, its use depends upon what 
class of income is chosen by the corpora- 
tion as abnormal income. If “income from 
legislative awards” is chosen as the class, 
it seems to me that the attribution under 
Section 456 must be made to the year in 
which the legislation is enacted. I believe 
that income from legislative awards has its 
origin in the legislation: On the other hand, 
if this item of income is one of other items 
included in a class of income, in substance 
denominated income from construction work, 
and if the statute were broad enough to 
permit this class to be regarded as ab- 
normal, I believe that the part of this item 
which constitutes net abnormal income may 
be attributed to the year or years in which 
the corporation performed the contract. 


The distinction which I make is predicated 
upon the assumption that prior to the legis- 
lative enactment the corporation never had 
an enforceable right to the further com- 
pensation. Of course, this may be an er- 
roneous assumption except in an occasional 
instance. Perhaps the more frequent situa- 
tion is that the corporation has an enforce- 
able right to additional compensation, which 
right, however, can be enforced only by 
an undesirable and possibly impracticable 
procedure, and legislation is enacted to 
provide a new remedy. Where this is the 
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case, an enforceable right to the additional 
compensation is acquired when the work is 
performed. The legislation merely provides 
another enforcement procedure, and the at- 
tribution may be made to the year when 
the work is performed and the compensation 
is earned.“ In such event it is somewhat 
incongruous to classify the award as “in- 
come from legislative awards.” This is 
not to say that the additional compensation 
may not be classified as income “arising 
out of a claim, award, judgment, or decree” 
and included with other items in this cate- 
gory in determining the amount of abnormal 
income in this class, 


True Objective 


It is apparent from what I have said that 
in my opinion attributions of abnormal in- 
come pursuant to Section 456 are a part 
of the law of income tax accounting; The 
attributions should, to the maximum pos- 
sible extent, be pursuant to definite rules 
which reasonably effect the purpose of Sec- 
tion 456. I believe that the law of income 
tax accounting has a contribution to make 
in this respect. In my opinion it is errone- 


ous to proceed as though attributions undér ~ 


Section 456 bring into operation new rules, 
entirely separate and distinct from the law 
of income tax accounting. Failure to rec- 
ognize this delays the formulation of gener- 
ally acceptable rules for administering Section 
456. It also may delay our understanding 
of the law of income tax accounting. 


These conclusions are based, in the first 
instance, upon the theory that a definite 
event is essential in determining the year to 
which an attribution of income may be made 
in allocating income to annual accounting 
periods for general income tax purposes and 
that this rule also is essential in fixing the 
year to which an attribution may be made 
under Section 456. For general income tax 
purposes the year in which the taxpayer 
receives an enforceable right to income is 
the first year, though not the only one, to 
which an attribution may be made. Indeed, 
there is some confusion as to whether in- 
come may in all cases be taxed for the year 
in which an enforceable right to income is 
received. The confusion arises out of a 
popular assumption that it may not be so 


taxed, because the accrual basis of account-- 


ing as construed by the courts does not 
permit such treatment in all cases, especially 
those where the right to income or the 
amount to be received is in dispute. These 


"See Commissioners of Inland Revenue v. 
Newcastle Breweries, Ltd., cited at footnote 30, 
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considerations, however, do not cause diffi- 
culty under Section 456, since the year of 
origin marks the year to which an attribu- 
tion of abnormal income may be made under 
that section. Because of this difference, an 
attribution may be made to the year in 
which an enforceable right to income is 
received, where a dispute as to such right 
or the amount recoverable is later settled 
at a time when it results in abnormal income. 


As a general rule, therefore, attributions 
under Section 456 may be made in accord- 
ance with the rules applied for general in- 
come tax purposes, with two exceptions: 
(1) The rule selected must be one which 
carries out the purpose and intent of Section 
456. A corporation cannot merely change 
its method of accounting for abnormal in- 
come for excess profits tax purposes, (2) 
A different concept of income or definite 
event must be employed in making attribu- 
tions to years prior to the receipt of an 
enforceable right to the income which is 
abnormal. This new concept is that when 
discovery or other value is added to the 
taxpayer’s wealth by virtue of exploration, 
discovery, prospecting or development by 
the taxpayer, as distinguished from mere 
appreciation in value, the taxpayer’s action 
in adding such value constitutes a definite 
event, identifying the year to which an attri- 
bution under Section 456 may be made. 


The value so added by the taxpayer 
should be spread to all of the subsequent 
years in which it is reflected in taxable in- 
come. If in any excess profits tax year the 
taxable income constitutes abnormal in- 
come, the part which constitutes net ab- 
normal income and also represents a taxable 
realization of such value may be attributed 
to the prior year in which the taxpayer de- 
veloped such value. This is the true objec- 
tive of the attribution, whatever method or 
device is employed in making the attribution. 


The confusion in applying Section 456 
arises where we lose sight of this objective. 
Of course, attributions under Section 456 
may be difficult to make in a number of 
instances. In attempting to arrive at a 
satisfactory attribution, it may be necessary 
to resort to various methods or devices, but 
if we agree upon the objective to be ac- 
complished and the rules to be applied, we 
can avoid any arbitrariness which may be 
due to the present confusion or divergence 
in views. At the present time, a corporation 
may fail to secure relief in any amount if 
it isolates no part of the net abnormal in- 


holding that this is the proper method to 
follow for purposes of the British tax. 
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come possibly attributable to other years 
and takes the position that the entire net 
abnormal income is attributable to other 
years, without even alternatively submitting 
sufficient facts to justify an attribution of 
the part,” or, where a similar position is 
taken, the corporation may obtain token re- 
lief * or little more than that. On the other 
hand, success in securing relief at times may 
be due to the fact that a part of the govern- 
ment’s defense is in substance invoked as a 
penalty against the government.“ 


This is not a satisfactory situation. Con- 
cededly, there are instances where the cor- 


LARGE MESH TAX NET 


The State of Washington has a use 
tax on self-produced, self-consumed per- 
sonal property that is a credit to the in- 
genuity of its tax administrators. The 
important taxpayers pay because they 
keep adequate records which can be 
checked easily. The little taxpayers 
(home gardeners, hobbyists, etc.) escape 
because of the difficulties of adequate en- 
forcement. And the Washington Su- 
preme Court, in a recent decision upholding 
the law, said that the requirements of 
equality and uniformity were met and 
refused to discuss what has been called 
“constitutional morality.” 


The tax is applied by a 1949 amend- 
ment, which was passed when an earlier 
decision of the court held that the law 
as previously written could not touch 
such property. The amendment deleted 
earlier wording that personal property 
used must be produced or manufactured 
“for commercial use.” 


As rewritten, the pertinent wording of 
the section reads: “. .. there is hereby 
levied and there shall be collected from 
every person in this state a tax or excise 
for the privilege of using within this 
state as a consumer an article of tangible 
personal property purchased at retail, or 
acquired by lease or by gift, or extracted 
or produced or manufactured by the per- 
son So using the same.” 


® Hitel-McCullough, Inc., cited at footnote 
50; Producers Crop Improvement Association, 
cited at footnote 51; Primas Groves, Inc., CCH 
Dec. 17,869, 15 TC 396 (1950). 

& Ramsey Accessories Manufacturing Com- 
pany, cited at footnote 50, where the court 
applied the rule of Cohan v. Commissioner, 
2 ustc { 489, 39 F. (2d) 540 (CCA-2, 1930). 

*%In Sommerfeld Machine Company, CCH 
Dec. 17,881, 15 TC 453 (1950), because the 
Commissioner had contested the reasonableness 
of officers’ salaries deducted by the taxpayer 
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rect answer is subject to considerable 
difference of opinion and there may be 
more than one way to test the reasonableness 
of an attribution in any given case, but if 
all parties are seeking the same objective 
and applying the same guiding standards 
in trying to attain it, there is an area where 
we may, by agreement or other means, reach 
a solution which is not unreasonable. If 
this common approach is taken, whatever 
the solution may be, chances are it will not 
be based upon a tactical device and may be 
more reasonable than any solution obtained 
by such means. [The End] 


HELD CONSTITUTIONAL | 


“The wisdom or social desirability of 
a tax which is by its terms due from 
every person who has a garden, on the 
vegetables or even the flowers he raises 
and uses in his home (because he uses 
as a consumer tangible personal prop- 
erty which he has produced) is not for 
our consideration,” the court said. “The 
tax commission and the legislature seem 
to have perfected a net which will catch 
the large fish and let the small ones 
escape, entirely constitutionally.” 


A “large fish” which was struggling 


to break the meshes of the tax net was a 
lumber company which, in the course of 
its business, used its own logs, lumber 
and lumber products in the maintenance, 
repair and construction of its various 
facilities. A lower court had permitted 
the company to recover the tax it had 
paid on the basis that the tax applied 
only to the use of articles brought from 
without the state and that the company 
was not a consumer. The state supreme 
court held that nothing in the statute re- 
quired that the article must be from with- 
out the state and that “within the gen- 
erally accepted meanings of ‘use’ and 
‘consumer’, the lumber company used as 
a consumer the tangible personal property 
on the value of which the tax was levied.” 





in computing its net income, the court did not 
consider it necessary to attribute any part of the 
taxpayer’s income from manufacture and sales 
of newly developed lathes to the current manu- 
facturing and sales operations which were 
necessary to manufacture and sell the lathes, 
the taxpayer having made an adjustment for 
improved business conditions. Such adjustment, 
of course, does not include income which a 
corporation currently realizes by reason of 
actual manufacturing operations and _ sales 
efforts. 
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The Issue of FRAUD 
and the Accountant 


By HARRY GRAHAM BALTER 


THIS ARTICLE IS AN AMPLIFICATION OF AN ADDRESS 
DELIVERED BEFORE THE PRACTICE AND PROCEDURE 
SECTION OF THE LOS ANGELES CHAPTER OF THE CALI- 
FORNIA SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS 


HERE are two areas in the accountant- 

client relationship where the accountant 
runs the risk of serious personal involve- 
ment: (1) where the accountant prepares 
a return which he knows, or has reason to 
believe, may be false; and (2) where, after 
a return has been filed, an investigation by 
Treasury agents takes place to determine 
whether the return was fraudulently filed 
by the taxpayer within the meaning of the 
applicable federal criminal statutes. 


Where the accountant prepared the re- 
turn, the danger to him is direct and im- 
mediate. Where he did not prepare the 
return but is called upon to assist the tax- 
payer during a subsequent fraud investi- 
gation, the risk to the accountant is rather 
in the intangible area of determining in 
what manner he may best render to his 
client the optimum of sound and honorable 
service. 


The purpose of the present article is to 
discuss the first area of involvement, namely, 
the accountant’s legal responsibility in pre- 
paring a return which he knows is false or 


1 The section further provides: ‘‘Such affidavit 
is not required if the actual preparation of the 


return is a regular and usual incident of the - 


employment of one regularly and continuously 
employed for full time by the person for whom 
the return is made (as in the case of a clerk, 
secretary, bookkeeper, accountant, etc.). If, 
however, the employee is not regularly or con- 
tinuously employed by the person for whom the 
return is made for the full time, or the actual 
Preparation of the return is not a regular and 


Fraud 


may have reasonable grounds to believe 


‘is false. 


Although the certified public accountant 
certainly must fully appreciate the risk he 
personally assumes when he prepares a re- 
turn which he knows is false, or which he 
reasonably should have known to be false 
from all the circumstances, it may serve a 
useful purpose specifically to discuss the 
bases for legal involvement. The Treasury 
Department has ample arms in its arsenal 
of enforcement weapons to deal with such 
a situation. As will be shown, collateral 
risks of another nature also are involved. 


Duty to Sign Affidavit Where 
Accountant Prepares Return 


In the first place, Regulations 111, Sec- 
tion 29.51-4(b), provides in part: “If any 
person or persons actually prepare any 
other income return for another person, the 
prescribed form of affidavit on the return 
shall be subscribed and sworn to by such 
person or persons preparing the return.”? 


usual incident of such employment, the require- 
ments of this paragraph apply. Thus, if the 
return is prepared by an accountant or firm of 
accountants making periodical audits of the 
accounts of the person for whom the return is 
prepared, the affidavit is required. If the re- 
turn is a separate return of a married person, 
the affidavit is required, although the one 
actually preparing the return is the husband 
or wife of the taxpayer. A person who renders 

(Footnote continued on following page)’ 
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Mr. Balter is a Los Angeles attorney. He is 
the author of Fraud Under Federal Tax Law, 
published by Commerce Clearing House, Inc. 


The purpose of this regulation obviously 
is to fix responsibility for the truth, ac- 
curacy and completeness of the return, as 
to all information of which the attorney, 
accountant or agent has knowledge, upon 
the accountant, attorney or agent preparing 
the return or advising the taxpayer in its 
preparation. It is not intended, however, 
to make him responsible for the truth and 
accuracy of information furnished to him 
for use in preparing the return where the 
verification of the information by the attor- 
ney, accountant or agent was not included 
in his employment to prepare the return.’ 


Whether a qualifying statement in the 
affidavit by the accountant who has actu- 
ally prepared a return, to the effect that no 
verification was made by the accountant 
but that the facts and figures supplied by 
the taxpayer were accepted as true, would 
make the accountant’s responsibility any 
less may be doubtful. In a thoughtful arti- 
cle on this particular subject, Ralph M. Lewis 

and Norman D. Barker ® have this to say: 


“Proceeding now to the use of qualifying 
rubber stamps, it is our opinion that they 
are not worth the cost of the ink involved. 
The Bureau long ago announced that the 
affidavit made by an accountant on a return 
prepared for another person is designed to 
make the accountant responsible for an ac- 
curate, true and complete report in the re- 


(Footnote 1 continued) 

mere mechanical assistance or preparation as, 
for example, a stenographer or typist, is not 
considered as preparing the return. If, in the 
course of his official duties, a deputy collector, 
an internal revenue agent, or other officer or 
employee of the Bureau of Internal Revenue 
actually prepares the return, the person for 
whom the return is made shall make in the 
return a brief statement to that effect, and it 
will not be necessary to make the sworn state- 
ment required by this paragraph.’’ 

2G. C. M. 14509, XIV-1 CB 84. 
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turn of all the information of which he has 
any knowledge. 


“It has been said by one writer that in no 
event does the use of a qualifying stamp 
prejudice the taxpayer in any way. With 
this contention, the authors are inclined to 
disagree. It is common knowledge that the 
Bureau uses a selective method of picking 
returns to be audited, and it is possible that 
in doubtful cases the presence of the stamp 
could tip the scales and cause the return 
to go on the ‘field audit’ pile rather than to 
the ‘accepted’ file. As a Bureau official 
has said: ‘An unnecessary apology, which 
seems to disclaim responsibility, is not con- 
ducive to acceptance of a return without 
an examination.’ 


“Obviously, the motive for the use of this 
type of stamp is an attempt to relieve the 
accountant or attorney from any responsi- 
bility for the validity of the tax-return data. 
Yet, is this actually accomplished? Let us 
consider the two possible alternatives. As- 
sume that a client submitted fraudulent 
data. If the tax man prepared the return 
in good faith and was not aware of any 
irregularities in the data, it would appear 
from the preceding paragraphs that since 
he had prepared the return to the best of 
his information and belief, he ‘does not incur 
any liability or subject himself to criticism’. 
The use of the qualifying stamp contrib- 


‘When You Sign That Return,’’ TAaxEs— 
The Tax Magazine, November, 1950, p. 1077. 
For additional reading on the responsibilities 
of the accountant preparing a return, see: L. K. 
Sunderlin, ‘‘Accountants’ Responsibilities in 
Preparing Federal Income Tax Returns,’’ 78 
Journal of Accountancy 404 (1944); Dorothy G. 
Willard, ‘‘What Are the Accountant’s Responsi- 
bilities in Preparing Income Tax Returns?’’ 91 
Journal of Accountancy 549 (1951); Thomas H. 
Dendy, ‘‘What Is the Liability of Person Pre- 
paring a Tax Return?’’ Proceedings of New 
York University Ninth Annual Institute on 
Federal Taxation (1950), p. 517. 
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utes nothing further to his innocence. If, 
however, the practitioner knew that the 
client submitted incorrect data, he did not 
prepare the return in good faith, and his 
responsibility cannot be lessened by any 
qualifying stamp which he may affix to the 
return. 


“The authors are convinced that the use 
of the qualifying stamp is not required by 
law or professional ethics. Furthermore, 
it is superfluous so far as the practitioner’s 
liability for false returns is concerned, and it 
might conceivably inure to the detriment of 
the client.” 


Criminal Liability of Accountant Who 
“Willfully”’ Fails to Sign Declaration 


In the second place, if the accountant who 
has prepared a return willfully fails to sign 
the declaration, willfully fails to supply in- 
formation required to be filed or willfully 
files false information, he may be charged 
criminally with violation of Code Sec- 
tion 145(a), a misdemeanor, and risks a fine 
and jail sentence.* A case in point is U. S. 
v. Lynn B. Murrill et al The public account- 
ant involved prepared false returns for sev- 
eral members of a partnership. The 
taxpayers as well as the accountant were 
indicted on felony tax-evasion charges un- 
der Code Section 145(b). The taxpayers 
were found not guilty, principally because 
they claimed they relied on the machinations 


*Code Sec. 145(a): ‘‘(a) Failure to file re 
turns, submit information, or pay estimated 
tax or tax. Any person required under this 
chapter to pay any estimated tax or tax, or 
required by law or regulations made under au- 
thority thereof to make a return or declaration, 
keep any records, or supply any information, 
for the purposes of the computation, assess- 
ment, or collection of any estimated tax or tax 
imposed by this chapter, who willfully fails to 
pay such estimated tax or tax, make such return 
or declaration, keep such records, or supply 
such information, at the time or times required 
by law or regulations, shall, in addition to other 
penalties provided by law, be guilty of a mis- 
demeanor and, upon conviction thereof, be 
fined not more than $10,000, or imprisoned for 
not more than one year, or both, together with 
the costs of prosecution.”’ 

Regs. 111, Sec. 29.145-1, provides in part as 
follows: ‘‘and the willful failure of the person 
preparing a return for another to execute the 
sworn statement required with reference there- 
to, makes such persons subject to the penalties 
imposed by section 145(a).’’ 

5 No. 19326, S. Dist. of Calif., 1947. 

‘Murrill v. State Board of Accountancy, 218 
Pac. (2d) 569 (1950). 

™ Code Sec. 3793(b)(1) provides: ‘‘Any person 
who willfully aids or assists in, or procures, 
counsels or advises the preparation or presenta- 
tion under, or in connection with any matter 
arising under, the internal revenue laws, of a 


Fraud 


The participation of the accountant in 
the preparation of a false return must 
be ‘‘willful’’ in order to subject him to 
criminal charges, Mr. Balter emphasizes. 


of the accountant. The charges against the 
accountant were reduced from felony-evasion 
counts to a misdemeanor count for “failure 
to supply information,” based on Sec- 
tion 145(a). On a plea of nolo contendere, 
the accountant was sentenced to a year in 
prison. Additionally, based on this con- 
viction, his state license to practice account- 
ancy was revoked.’ 


Aiding or Abetting Taxpayer 
in Filing Fraudulent Return 


Third, if the accountant aids, abets, ad- 
vises Or counsels the taxpayer to file a false 
return and, as is usually the case, prepares 
it for the taxpayer, he is subject to a fine 
of $10,000 and/or imprisonment for five 
years.’ 


There are numerous reported cases in- 
volving convictions of accountants, attorneys 
and other agents who aided their client- 
taxpayers in filing a fraudulent return.* 


An officer or agent of a corporation who 
willfully assists the corporate taxpayer in 
filing its false return similarly is subject 


false or fraudulent return, affidavit, claim, or 
document, shall (whether or not such falsity 
or fraud is with the knowledge or consent of 
the person authorized or required to present 
such return, affidavit, claim or document) be 
guilty of a felony, and, upon conviction thereof, 
be fined not more than $10,000, or imprisoned 
for not more than five years, or both, together 
with the costs of prosecution.”’ 

Code Sec. 3809(a) provides: ‘‘Any person 
who willfully makes and subscribes any return, 
statement, or other document, which contains 
or is verified by a written declaration that it is 
made under the penalties of perjury, and which 
he does not believe to be true and correct as 
to every material matter, shall be guilty of a 
felony, and, upon conviction thereof, shall be 
fined not more than $2,000 or imprisoned not 
more than five years, or both."’ 

8 Newton v. U. 8., 47-2 ustc 9 9353, 162 F. 
(2d) 795 (CCA-2) (accountant); U. 8. v. Kelley, 
39-2 ustc { 9621, 105 F. (2d) 912 (CCA-2) (at- 
torney); U. S. v. Schenck, 42-1 ustc {| 9363, 126 
F. (2d) 702 (CCA-2) (accountant); U. 8S. vw. 


- Lustig, 47-2 ustc {| 9325, 163 F. (2d) 85 (CCA-2) 


(accountant); U. 8S. v. Rosenblum, 49-1 vustc 
{ 9314, 176 F. (2d) 321 (CCA-7) (attorney); 
U. 8. v. Borgis, 50-1 ustc { 9330, 182 F. (2d) 
274 (CA-7) (accountant); Tinkoff v. U. 8., 37-1 
ustc { 9057, 86 F. (2d) 868 (CCA-7, 1936) (ac- 
countant); U. 8S. v. Murrill et al., cited at foot- 
note 5 (accountant). 
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to criminal penalty.® Ironically, also, the 
tax consultant may be the unhappy object 
of a criminal indictment and ultimate con- 
viction under the statutes, even though the 
taxpayer had no knowledge of the fraud. 


The words of the venerable Judge Learned 
Hand in the famous case of U. S. v. Kelley 
sound a sensible warning to all who would 
prepare or assist or advise in preparing an- 
other’s tax return: 

“The purpose [of the statute] was very 
plainly to reach the advisers of taxpayers 
who got up their returns, and who might 
wish to keep down the taxes because of the 
credit they would get with their principals, 
who might be altogether innocent.” ” 





® Code Sec. 3793(b)(2) provides: ‘‘The term 
‘person’ as used in this subsection includes an 
officer or employee of a corporation or a mem- 
ber or employee of a partnership, who as such 
officer, employee, or member is under a duty 
to perform the act in respect of which the 
violation occurs.’’ See, also, Tinkoff v. U. S., 
cited at footnote 8. 


10 Cited at footnote 8. For an instance where 
the lawyer’s involvement in his client’s nefari- 
ous activities resulted in the lawyer himself 
being indicted as a codefendant with his client 
on tax evasion charges, see U. S. v. Rosenblum, 
cited at footnote 8. 


uA good example of this is U. 8. v. Murrill 
et al., cited at footnote 5. For an extensive 
discussion of reliance on advice of an accountant 
as a defense to civil-fraud penalties, see Balter, 
Fraud Under Federal Tax Law, p. 118, and as 
a defense to criminal-evasion charges, see p. 271 
of the same book. The case of Lurding v. U. S., 
50-1 ustc { 9156, 179 F. (2d) 419, 421 (CA-6), is 
also of interest in this connection. The convic- 
tion for tax evasion was reversed, because the 
trial court had improperly instructed the jury 
that regardless of who prepared the false tax 
return, the taxpayer himself was primarily 
responsible for its falsity. The reviewing court 
pointed out that this doctrine of respondeat 
superior, while true in civil cases, had no appli- 
cation in a criminal tax-evasion case and that 
the jury, therefore, should have been instructed 
on the relevancy of reliance on someone else 
preparing the return, on the issue of whethér 
the defendant filed a false return willfully. 

22 Treasury Department Circular No. 230, as 
revised May 29, 1947, sets out stringent stand- 
ards of conduct for an enrollee, among which 
may be mentioned the following: 


Sec. 10.2(c). Knowledge of client’s omission. 
—‘‘Each enrolled attorney or agent who knows 
that a client has not complied with the law or 
has made an error in, or an omission from, any 
return, document, affidavit, or other paper, 
which the law requires such client to execute, 
shall advise his client promptly of the fact of 
such non-compliance, error, or omission.’’ 

Sec. 10-2(d). Duty of enrollees concerning vio- 
lations.—‘“‘It shall be the duty of an enrolled 
attorney or agent, when requested by the Com- 
mittee or the attorney for the Government, to 
give the Committee or the said attorney any 
information which he may have concerning 
violations of the regulations in this part or of 
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As a matter of fact, the taxpayer him- 
self who has honestly relied on the errone- 
ous advice of a reasonably expert account- 
ant who has prepared his tax return thereby 
usually is made secure against either a 
criminal or civil fraud charge.” 


Accountant Who ls Enrollee 
Before Treasury Department 


In the fourth place, if the tax counsellor 
preparing or aiding in the preparation of a 
false return is an enrollee before the Treas- 
ury Department, his subscribing to the oath 
of such return may well be ground for dis- 
barment from Treasury practice.” 


the occurrence of any acts or omissions which 
would be grounds for suspension or disbar- 
ment, unless said information is privileged.’’ 


Sec. 10.2(0). Preparation of financial state- 
ments.—'‘Each enrolled person shall exercise 
due diligence in preparing financial statements 
for clients and in certifying to the correctness 
of the same.’”’ 


Sec. 10.2(p). Diligence as to accuracy.—‘‘Each 
enrolled person shall exercise due diligence to 
ascertain the correctness of any information 
which he imparts to a client with reference to 
any Treasury Department matter, and no en- 
rolled person shall withhold information rela- 
tive to any such matter from a client who is 
entitled to the information.’’ 


Sec. 10.2(t). Production of records.—‘‘No en- 
rolled person shall neglect or refuse to produce 
records or evidence in any matter before the 
Treasury Department upon proper and lawful 
demand by a duly authorized agent of the De- 
partment, unless the attorney or agent has 
reasonable grounds to believe and does believe 
that the said demand is of doubtful legality; 
or shall otherwise interfere, or attempt to inter- 
fere, with any proper and lawful efforts by 
such Department or agent to procure such in- 
formation.’’ 


Sec. 10.2(w). Preparation of documents by 
enrollees.—‘‘Each enrolled person shall exercise 
due diligence in preparing or assisting in the 
preparation of, approving,. and filing returns, 
documents, affidavits, and other papers relating 
to Treasury Department matters, and in other- 
wise representing clients before the Treasury 
Department; and no enrolled person shall un- 
reasonably delay the prompt disposition of 
matters before the Treasury Department by 
neglecting to answer correspondence, by unrea- 
sonably delaying the filing of closing agree 
ments, by filing frivolous claims for refunds, 
or otherwise.”’ 


Sec. 10.10. Disreputable conduct.—‘‘(a) The 
Secretary of the Treasury may after due notice 
and opportunity for hearing suspend and dis- 
bar from further practice before the Treasury 
Department any attorney or agent shown to 
be incompetent, disreputable, or who refuses to 
comply with the rules and regulations in this 
part, or who shall with intent to defraud, in 
any manner wilfully and knowlingly deceive, 
mislead, or threaten any claimant or prospec- 
tive claimant, by word, circular, letter, or by 
advertisement. 
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Accountant Risks Suspension 
or Disbarment from State Practice 


Last, the accountant who is convicted of 
a crime, whether it be felony or misde- 
meanor, which embodies the element of 
filing a false return or aiding another in 
filing a false return, may well find himself 
barred from practicing his profession under 
the applicable statutes or administrative 
regulations of the state in which he resides. 
Reference is made to the following leading 
cases: Murrill v. State Board of Account- 
ancy ** (previous conviction in a federal court 
for failure to supply information required 
by law, arising out of preparing a false re- 
turn for a client); Rheb v. Bar Association 
of Baltimore City** (disbarment proceedings 
sustained against an attorney who had 
pleaded guilty in a federal court to failure 
to file his own return in violation of Sec- 
tion 145(a)); Louisiana State Bar Association 
v. Steiner™® (attorney who pleaded nolo con- 
tendere in a federal court to evasion of his 
own income tax (Section 145(b)) (follows 
Louisiana State Bar Association v. Con- 
nolly**). Parenthetically, it should be noted 
that the United States Supreme Court in 
Jordan v. De George," in a split decision, held 
that a conviction of conspiracy to evade 
the internal revenue laws dealing with in- 
toxicating liquors involved moral turpitude 
of a sufficient grade to subject the alien 
defendant to deportation under the immi- 
gration act. 


Willful Participation 
Required for Indictment 


It is, of course, true that the participation 
of the accountant in the preparation and 
filing of a false return must be “willful” in 
order to subject him to criminal charges. 
It is not so definitely established that the 


(Footnote 12 continued) 

“‘(b) Among other forms of disreputable. con- 
duct the following are deemed to constitute 
such conduct: ... 

“(3) Preparing or filing for himself or an- 
other a false Federal income tax return or other 
statement on which Federal taxes may be based, 
knowing the same to be false. 

“(4) Suggesting to a client or a _ prospec- 
tive client an illegal plan for evading pay- 
ment of Federal taxes, knowing the same to 
be illegal. ... 


“(6) Filing any false or fraudulently altered - 


document or affidavit in any case or other pro- 
ceeding before the Treasury Department, or 
procuring the filing thereof, knowing the same 
to be false or fraudulently altered... . 

“(8) Giving, with intent to deceive, false or 
misleading information relative to a matter 
Pending before the Treasury Department to 
any officer or agent of the Department. 


Fraud 





other dire consequences discussed above, 
not criminal in nature, may not be suffered 
by the accountant who, though not positive 
at the time that the return he has prepared 
for filing is fraudulent, nevertheless should 
reasonably so have known, considering the 
accountant’s training in such matters. This 
also applies where, at a later date, the ac- 
countant comes into possession of facts 
pointing to the falsity of the return which 
he had previously prepared and does noth- 
ing about it. 


Cognate to our discussion is the follow- 
ing question and answer published by the 
Committee on Professional Ethics of the 
American Institute of Accountants (1947 
Year Book, page 102): 


“Q. I prepared an income tax return from 
information submitted by a taxpayer but not 
audited. Six months later I discovered that 
certain substantial income of the taxpayer 
was not included in the original information 
submitted. What action and procedure 
should in your opinion be taken by me? 


“A. If the affidavit on the return stated 
that the return was prepared from informa- 


_ tion furnished by the taxpayer without inde- 


pendent verification, you are adequately 
protected if you now write a letter to the 
taxpayer advising him that an amended re- 
turh should be filed, reporting the additional 
income. If the omission was intentional on 
the part of the client, and he now refuses 
to file an amended return, you should give 
serious consideration to withdrawing from 
the engagement. If the proper affidavit was 
not filed with the tax return, and the error 
was unintentional or resulted because the 
client withheld information from you, you 
should write a letter to the client, advising 
him to file an amended return and pay the 
tax due. The responsibility to disclose the 

(Continued on page 488) 


(9) Preparing a false financial statement 
for a corporation, partnership, association, or 
individual, or certifying the correctness of 
such false statement, knowing the same to be 
false. 

‘*(10) Imparting to a client false information 
relative to the progress of a case or other 
proceeding before the Treasury Department, 
knowing the same to be false. ... 

“*(12) Preparing or assisting in the prepara- 
tion of, or filing a false claim against the 
United States, knowing the same to be false. 

“*(13) Approving, for filing, a false income 
tax return prepared by some other person, 
knowing the same to be false.”’ 

13 Cited at footnote 6. 

14186 Md. 200, 46 Atl. (2d) 289 (1945). 

15 205 La. 1073, 16 So. (2d) 843 (1944). 

16201 La. 342, 9 So. (2d) 582 (1942). 

17 341 U. S. 223 (1951). 





Federal Income Taxation 


of Mutual Savings Banks 


THIS NEW YORK CITY ATTORNEY DISPUTES THE WISDOM OF THE 
1951 REVENUE ACT AMENDMENT WHICH RESTRICTS THE EXEMP- 
TION PRIVILEGE OF MUTUAL SAVINGS BANKS, AN EXEMPTION 
WHICH HAS EXISTED SINCE THE FIRST INCOME TAX STATUTE 


ECENT tax legislation has reversed a 

trend as old as the federal income tax. 
In the Revenue Act of 1950, Congress re- 
stricted the tax-exemption privilege of sev- 
eral classes of organizations exempt under 
Code Section 101, including labor, philan- 
thropic and educational organizations, busi- 
ness leagues and chambers of commerce. 
The attack on Code Section 101 was con- 
tinued with an assault, in the Revenue Act 
of 1951, on the exemption privilege of 
financial organizations heretofore exempt 
under subsections (2) and (4). 

The exemption from tax of mutual sav- 
ings banks dates back to the first income 
tax statute. The Revenue Act of 1951 re- 
peals this exemption privilege and replaces 
it with hastily drafted and ill-considered 
provisions. With the aid of historical per- 
spective, this article reviews some of the 
problems of interpretation and construction 
which have arisen as a result of the new 
legislation. 


Historical Background 


The idea of a mutual savings bank first 
arose in Scotland in about 1810. By 1816 
the movement had taken root in the United 
States with the founding of these banks in 
New York, Boston and Philadelphia? As 
stated in the Finance Committee report, 
mutual savings banks were established to 
encourage thrift and to provide safe and 
convenient savings facilities. Their prin- 


cipal beneficiaries were factory workers and 
other persons of moderate means who had 
no other place where they could deposit 
their savings at the time these banks were 
started. This was because the commercial 
banks of the early nineteenth century were 
not interested in attracting the savings of 
the new laboring class created by the Indus- 
trial Revolution.’ 


Public-spirited citizens of means put up 
the initial funds; these were subsequently 
repaid to them out of earnings.* They con- 
tributed their services in financing and 
managing the banks as a semiphilanthropic 
gesture, on the premise that a laborer who 
was encouraged to develop habits of thrift 
was less likely to become an object of 
charity during economic crises.° 

The 529 mutual savings banks function- 
ing in the United States today confine their 
operations to only 17 states, and about 97 
per cent of these banks are located in the 
area east of Buffalo and north of Baltimore. 
This limited range of operations may be 
explained on historical grounds. At the 
time mutual savings banks were founded in 
America, the Industrial Revolution was con- 
fined to the Middle Atlantic and New Eng- 
land states. By the time industrialization 
had spread westward, competing savings 
institutions (such as building and loan asso- 
ciations) had invaded the field.® In recent 
times, the founding of new banks has been 
hampered by the difficulty of obtaining 
initial funds, by the refusal of some states 





13 Encyclopedia Americana 190 (1951 Ed.). 

2S. Rept. No. 781, 82nd Cong., 1st Sess., p. 22. 

3 John Lintner, Mutual Savings Banks in the 
Savings and Mortgage Markets (Harvard Uni- 
versity, 1948), Ch. ITI. 
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4 Report cited, footnote 2. 

5 Foster and Rodgers, 
(1947), p. 466. 

* Work cited, footnote 3. 
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By SHELDON R. BARD 


(for example, Texas) to permit their or- 
ganization ‘ and by restrictions on the estab- 
lishment of branches in the states in which 
mutual savings banks are now entrenched.® 


Nevertheless, mutual savings banks play 
an important role in the banking structure 
of the United States. They have assets of 
about $23 billion, deposits in excess of $20 
billion, and serve about 19.4 million depos- 
itors.” Their deposits are about as large 
as the savings and time deposits held :by 
either the national or state-chartered com- 
mercial banks throughout the country, and 
in the states of New York, Massachusetts 
and Connecticut, they represent the domi- 
nant private-thrift medium.” 


Legal Characteristics 


As a legal entity, the mutual savings 
bank is sui generis. It is a corporation but 


7 Ways and Means Committee Hearings, Reve- 
nue Revision “of 1950, 81st Cong., 2d Sess., 
p. 2769. 

825 Mutual Savings Banking No. 6, p. 4 (No- 
vember, 1951). 

925 Mutual Savings Banking No. 9, p. 1 (Feb- 
ruary, 1952). 

1 Work cited, footnote 3, at Ch. II. 

"9 Corpus Juris Secundum 1414-1415; Michie, 
Banks & Banking, Vol. 8, p. 24; the relationship 
is sometimes defined as that of principal and 
agent, beneficiary and trustee. 

’ Finance Committee Hearings, H. R. 4473, 
82nd Cong., 1st Sess., p. 719. 

3 Hearings cited, footnote 11, at p. 715. 

™ Report cited, footnote 2. 

% Few savings banks have joined the Federal 
Reserve System. Instead, they have established 
their own central banking institutions, for ex- 
ample, the Savings Bank Trust Company, which 
makes advances on the security of bond invest- 
ments, and the Institutional Securities Corpo- 


Mutual Savings Banks 





has no capital stock, and all its funds are 
derived from the depositors, who are gen- 
erally considered its creditors.“ Theoret- 
ically, the depositors own all the assets and 
earnings of the bank. In fact, however, a 
depositor has no equity position in the sur- 
plus and undivided earnings, for when he 
withdraws his deposit, he is not also en- 
titled to his share of the reserves.” 


Management powers are vested in the 
board of trustees and are exercised under 
the supervision of the state banking depart- 
ment.“ The board is self-perpetuating, and 
the depositors have no voice either in the 
election of the trustees or in the manage- 
ment of the bank’s affairs.” 


Strict statutory provisions generally limit 
the scope of the banks’ investments.” About 
49 per cent of the assets are invested in 
United States government obligations, 36 
per cent in real estate and other loans and 
10 per cent in various legal securities.”® 


Reserve requirements (the ratio of re- 
serves to deposits) vary from state to state,” 
but the average surplus ratio on December 
31, 1951, was 11.7 per cent.* State law 
also limits the size of any one depositor’s 


‘account so that only true savings will be 


received and the banks are safeguarded 
against a sudden contraction of deposits.” 


History of Tax Exemption 


The exemption of mutual savings banks 
from federal taxation dates back to the 
Civil War.” The Revenue Act of 1913 
contained the prototype of what finally be- 
came Code Section 101(2):” 


“Provided, however, that nothing in this 
section shall apply to mutual savings banks 
not having a capital stock represented by 
shares... .” 


ration, which serves member banks in the 
mortgage field in New York State. (Peterson 
and Cawthorne, Money & Banking (1949), p. 
287.) 

16 Report cited, footnote 2, at pp. 22-24. 

17 Hearings cited, footnote 7, at p. 2791. 

18 25 Mutual Savings Banking No. 9, p. 3 (Feb- 
ruary, 1952). 

1%In New York this limit is now $10,000 
(Banking Law, Sec. 237(1)). 

2 Act of March 3, 1863, 12 Stat. 712, Ch. 73. 
The Excise Tax Act of 1909, 36 Stat. 112, Sec. 
38, also exempted mutual savings banks; this 


- was requested in the President’s message to 


Congress 
3344). 

21This phraseology is ascribed to an opinion 
of the Attorney General of February 14, 1910. 
(White ‘‘Income Tax Liability of Unincorpo- 
rated Mutual Savings Banks,’’ TAxEs—The Tax 
Magazine, January, 1929, p. 7.) 


(44 Congressional Record (Part 3) 
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This terse language was used in all sub- 
sequent revenue acts. It is in marked con- 
trast with the detailed exemption provision 
of the Tariff Act of 1894.” 


In Great Britain, where mutual savings 
banks had their inception, retained income 
has long been subject to tax.* A similar 
policy is followed in several of the Ameri- 
can states which impose a franchise or 
income tax on mutual savings banks,* though 
other states have accorded exemption.” 
What motivated succeeding Congresses, 
with hardly a dissenting voice,” to grant 
this generous treatment to mutual savings 
banks? 


Authority is sparse. In the debates on 
the Tariff Act of 1894, it was argued:” 


“ 


. . mutual savings banks should be ab- 
solutely exempt from any income taxation. 
They represent the savings of the poor; 
they are not established for ordinary busi- 
ness purposes .... This government can- 
not afford to permit the savings of the poor 
to be taxed through a Federal income tax. 
It would be the crowning infamy of this 
bill.” 


In A-C Investment Association v. Helver- 
ing™ the court stated that the purpose of 
these banks is to accumulate the “small 
savings belonging to the industrious and 
thrifty. To promote their growth and prog- 
ress is the obvious interest and manifest 
policy of the state . It was doubtless 
this concept of the purpose of such institu- 


228 Stat. 556: ‘‘That nothing herein con- 
tained shall apply to . . . such savings banks 
. as shall, first, have no stockholders or 


members except depositors and no capital ex- 
cept deposits; secondly, shall not receive de- 
posits to an aggregate amount in any one year, 
of more than one thousand dollars from the 
same depositor; thirdly, shall not allow an ac- 
cumulation or total of deposits, by any one 
depositor, exceeding ten thousand dollars; 
fourthly, shall actually divide and distribute 
to its depositors, ratably to deposits, all the 
earnings over the necessary and proper expenses 
of such bank, . except such as shall be 
applied to surplus; fifthly, shall not possess, 
in any form, a surplus fund exceeding ten per 
centum of its aggregate deposits .... 

2%3Income Tax Act of 1918, 8 & 9 Geo. 5, 
Ch. 40, Sec. 39(3)(b); Konstam, The Law of 
Income Tax (1950), pp. 277, 384-385. 

2 Connecticut General Statutes (1949), 
1897; Delaware Revised Code (1935), Ch. 6, 
Art. 4, Sec. 73; Indiana Annotated Statutes, 
Title 64, Ch. 8; Maryland Annotated Code, Art. 
81, Sec. 94; Massachusetts General Laws (Ter- 
centinary Ed.), Ch. 63; New Hampshire Laws 
(1942), Title IX, Ch. 85; New York Tax Law, 
Art. 9-B; Pennsylvania, Purdon’s Statutes An- 
notated, Title 72, Sec. 2241; Vermont Statutes 
(1947), Ch. 44, Sec. 950; Washington, Laws of 
1951, Ch. 10, Sec. 8. 
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tions which led Congress in nearly all the 
taxing statutes to place them among the 
exempt.” 


The social interests served by mutual 
savings banks which prompted the exemp- 
tion are twofold: They encourage thrift 
among persons in the lower and middle 
income groups by providing a convenient 
investment medium and they use the sav- 
ings of their depositors to provide govern- 
ment, home owners and others with investment 
funds.” 


Tax Definition 
of Mutual Savings Bank 


The changes made by the Revenue Act 
of 1951 do not deprive mutual savings banks 
of all their former advantages as tax-exempt 
organizations. It is therefore manifest that 
the federal tax concept of the mutual sav- 
ings bank, as developed over the years, is 
still of considerable importance. 


Administrative and judicial interpretation 
of former Code Section 101(2) and its pre- 
cursors has been generally liberal. The 
Regulations ® merely required that the bank 
have no capital stock represented by shares 
and that its net earnings be distributable 
wholly among its depositors. In the ab- 
sence of state law to the contrary, exemp- 
tion was accorded to institutions that were 
unincorporated and without public super- 


2 Maine, Laws of 1949, Ch. 438, Sec. 3; Minne- 
sota Statutes (1949), Sec. 290.05; New. Jersey 
Statutes Annotated, Sec. 54:10A-3; Ohio General 
Code, Sec. 5503; Oregon, Laws of 1945, Ch. 202, 
Sec. 1; Rhode Island General Laws (1938), Ch. 
37, Sec. 1(a)(1); Wisconsin Statutes (1949), 
Ch. ‘Ti. 

2 During the Congressional debates on the 
Revenue Act of 1921, Senator Pomerene stated: 
“Some of them are very great aggregations of 
wealth. Some of them are the’ largest banks 
in the country, and they are to be exempted 
while others, simply because of the fact that 
they issue shares of stock, are not exempt. 

. My judgment about it is that every time 
we make an exemption of any of these organi- 
zations we are increasing the burden of some- 
one else, and as a rule there is not any reason 
which can be given for exempting one which 
may not with equal force be given for exempt- 
ing another.’’ (61 Congressional Record (Part 
6) 5822.) 

2726 Congressional Record (Part 7) 6622. 

23 ustc § 1175, 68 F. (2d) 386, 390 (CA of 
D. C., 1933). 

2 Work cited, footnote 3, at pp. 11-13. Senator 
Taft argued at the Finance Committee hearings 
that exemption was granted only because of the 
organization of the banks as mutual associa- 
tions (Hearings, cited footnote 11, at p. 717). 

99 Regs. 111, Sec. 29.101(2)-1. 
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The bank was permitted to con- 
fine its business to a limited class of persons, 
and loans could be extended to persons who 
were not depositors.” 


However, the Bureau would not permit 
mutual savings banks to operate for specu- 
lative purposes rather than for the encour- 
agement of savings,” nor could they make 
investments which state law ordinarily pro- 
hibited.“ Where a bank had both member 
and nonmember depositors, exemption was 
denied where the latter could not partici- 
pate in the ultimate distribution of reserves.” 


Loss of Exemption 


Section 313 (a) of the Revenue Act of 
1951 repeals the exemption from income 
tax of mutual savings banks under Code 
Section 101 (2). This action was fore- 
shadowed by the assault on Section 101 
made by Congress in the Revenue Act of 
1950 which restricted the exemption of or- 
ganizations exempted under subsections (1), 
(6) and (7).% Although testimony was 
taken by the Ways and Means Committee 
in regard to the status of mutual savings 


banks,” the Treasury Department indicated - 


that it was not interested in imposing a 
tax on mutual financial institutions at that 
time.® But Senator George, in reporting 
the bill to the Senate, indicated that the 
Joint Committee on Internal Revenue Taxa- 
tion was studying the question with a view 
to the enactment of legislation in 1951. He 
indicated that action was not being taken 
at that time because of the extremely tech- 
nical problems involved.” 


The House bill contained no provision 
affecting the tax-exempt status of mutual 
savings banks, but the Finance Committee 
version of the bill, which proposed to tax 
mutuals, was finally sustained by Congress.” 
The Finance Committee indicated that it 
favored the enactment of this legislation to 
prevent unfair competition with the com- 
mercial banks:* 


31 A-C Investment Association v. Helvering, 
cited at footnote 28; Savings Feature, etc., CCH 
Dec. 8917, 23 BTA 295 (1935) (acq.). 

32 A-C Investment Association v. Helvering, 
cited at footnote 28. Building and loan asso- 
ciations have more ‘‘mutuality’’ in this respect, 
since substantially all their business must be 


confined to making loans to members (Code 


Sec. 3797(a)(19), as amended by Sec. 313(i), 
Revenue Act of 1951). 

30. D. 780, 4 CB 262. 

* TI. T, 2207, IV-2 CB 7%. 

% J. T. 2027, III-1 CB 250. 

% Sec. 301, Revenue Act of 1950, adding Code 
Secs. 421 and following. 

* Hearings cited, footnote 7. 
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“At the present time, mutual savings 
banks are in active competition with com- 
mercial banks and life insurance companies 
for the public savings, and they compete 
with many types of taxable institutions in 
the security and real estate markets. Asa 
result your committee believes that the con- 
tinuance of the tax-free treatment now ac- 
corded mutual savings banks would be 
discriminatory The tax treatment 
provided by your committee would place 
mutual savings banks on a parity with their 
competitors.” 


Though this argument has some cogency, 
as will be shown later, savings banks have 
not, in fact, been placed on an equal foot- 
ing with commercial banks. The decisive 
factor has really been the pressing need of 
the government for revenue from new 
sources. This was indicated by Senator 
George, who stated that this legislation “was 
designed to produce additional revenue.” ® 
Similarly, Chairman Doughton of the Ways 
and Means Committee, during the 1950 
hearings, questioned whether the exemption 
should be continued “at this time when we 
are looking in every direction with a mag- 
nifying glass to find some source of revenue 
to help support the Government ... .”* 


This point of view has been expressed by 
one commentator “ as follows: 


“Tax gratuities, or subsidies, in favor of 
worthwhile social experiments such as co- 
operatives, may have been sound and desir- 
able under the low tax rates prevailing during 
the first two decades of the income tax. 
They cannot be justified, however, in the 
political, economic, and tax climate of the 
1950's.” 


It is interesting to note, then, that the 
attack on the tax exemption of mutual sav- 
ings banks is not based on any abuses of 
the exemption privilege, as is true in regard 
to building and loan associations® and 
charitable trusts and foundations.” Mutual 
savings banks remained the “poor man’s 


%8 Hearings cited, footnote 7, at p. 170. 

3996 Congressional Record (Part 10) 13277. 

# A vigorous fight against Sec. 313 of the 
act was led on the floor of the Senate by Sena- 
tors Flanders of Vermont and Lehman and 
Ives of New York (97 Congressional Record 
12080 and following). 

41 Report cited, footnote 2, at p. 25. 

42 97 Congressional Record 12197. 

“8 Hearings cited, footnote 7, at p. 2782. 

“4 Magill, ‘“‘The Taxable Income of Coopera- 
tives,’’ 49 Michigan Law Review 167, 190 (1950). 

4 Hearings cited, footnote 12, at pp. 793 and 
following. 

4H. Rept. No. 2319, Sist Cong., 2d Sess., 
Part ITI(E). 
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bank,” “ and although they have grown 
in wealth,* they have not betrayed the social 
interests which prompted the granting of 
tax exemption. 


Provisions of Revenue Act of 1951 


The Treasury Department recommended 
to Congress that mutual savings banks be 
taxed only on their retained or undis- 
tributed earnings.” This treatment recog- 
nized the peculiar legal nature of these 
entities. In arriving at “retained earnings,” 
the act allows the deduction of (1) interest 
paid or credited on the accounts of de- 
positors, (2) amounts used to repay certain 


loans and (3) an addition to a reserve for 
bad debts. 


Section 313 (f) of the act adds Section 
23 (r) (1) to the Code, allowing a deduction 
for “amounts paid to, or credited to the 
accounts of, depositors or holders of ac- 
counts as dividends on their deposits or 
withdrawable accounts, if such amounts 
paid or credited are withdrawable on de- 
mand subject only to customary notice of 
intention to withdraw.” ” 


The effect of this provision is to encour- 
age mutual savings banks, within the bounds 
of state law, to increase payments of inter- 
est to their depositors so that it can be 
subjected to taxation in their hands.” There 
are indications in the hearings on the 1950 
Revenue Act that this provision is adapted 
from that of Article 9-B of the New York 
Tax Law (Section 219-z (10)), which im- 
poses a franchise tax on savings banks.” 


The use of the term “dividend” is un- 
fortunate. Section 115 (a) defines the term 
as “any distribution made by a corporation 
to its shareholders.” Its use in Section 
23 (r) (1) is, therefore, not appropriate. As 
early as 1922, I. T. 1461™ indicated that 
the depositors receive income from interest 
not from dividends. 





47 The average account on December 31, 1951, 


was $1,076.98. 
at p. 3.) 

#8 Assets have been increasing since 1949 at 
the rate of $1 billion per year (Magazine cited, 
footnote 9, at p. 1); surplus has increased by 
over $800 million since 1940 (report cited, foot- 
note 2, at p. 24). 

* Hearings cited, footnote 12, at p. 121. 

50 Interest credited on an account is con- 
sidered withdrawable, even though the bank 
has the right to receive a 30-day notice before 
the deposit may be withdrawn. (Conference 
Rept. No. 1213, 82nd Cong., 1st Sess., Amendment 
No. 45, Sec. 313(f).) 

51 Depositors cannot be taxed on interest not 
allocated to their accounts under the construc- 
tive-receipt doctrine, since they have no legal 
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(Magazine cited, footnote 9, 


New Section 23 (dd) was added by Sec- 
tion 313 (g) of the act. It permits a deduc- 
tion for “amounts paid by the taxpayer during 
the taxable year in repayment of loans made 
prior to September 1, 1951, by (1) the 
United States or any agency or instru- 
mentality thereof which is wholly owned by 
the United States, or (2) any mutual fund 
established under the authority of the laws 
of any State.” 


An example of an agency in the first cate- 
gory is the RFC; the second probably 
refers to state deposit insurance funds simi- 
lar to the FDIC, such as the Massachusetts 
State Insurance Fund or the Mutual Sav- 
ings Bank Fund which was discontinued 
in New York in 1943, 


So long as reserves are adequate, the 
Finance Committee reasoned that the im- 
position of the ordinary income tax on 
retained earnings would not imperil the 
safety of deposits. The committee believed 
that protection was afforded to depositors 
because (1) the investments of mutual sav- 
ings banks are generally safer than those 
of commercial banks, (2) an important seg- 
ment of the banks’ real estate loans and 
accounts are insured by the federal govern- 
ment and (3) reserves are in a ratio of 1:9 
compared to 1:13 in the case of commercial 
banks.® The provision of an adequate re- 
serve for bad debts was the crucial problem 
facing Congress. 


Section 313 (e) of the Finance Committee 
bill as originally introduced in the Senate 
amended Section 23 (k)- (1). It merely 
provided for a reasonable addition to a 
reserve for bad debts determined with due 
regard to the bank’s surplus or bad-debt 
reserves as of December 31, 1951. What 
was reasonable was left to the discretion 
of the Commissioner of Internal Revenue. 
However, it was indicated that FDIC re- 
quirements were to be taken into account ™ 


right to the funds unless they are depositors at 


the time the bank is liquidated. 
footnote 2, at p. 25.) 

52 Hearings cited, footnote 7, at p. 2780. 

53 1922 CB 148; see also Regs. 111, Sec. 29.42-3. 
The banks describe the payment as an ‘‘inter- 
est-dividend.’’ This terminology is perhaps 
justified, since there is no advance commitment 
to pay a specified rate of return and yet the 
payment is not a dividend. (Work cited, foot- 
note 5, at p. 470.) 

54 Conference Report cited, 
Sec. 313(g). 

55 Report cited, 
following. 

56 Report cited, footnote 2, at Part II, p. 28. 
About 193 mutual savings banks are members 
of the FDIC; the others belong to state funds. 


(Report cited, 


footnote 50, at 


footnote 2, at pp. 22 and 
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and that the loss experience should be based 
on a 25-year moving average rather than the 
20-year moving average provided for com- 
mercial banks.” During the Senate debate, 
Senator George stated that the reserve must 
have a relationship to the actual history 
and needs of each individual bank. He ad- 
mitted that the committee lacked adequate 
information to specify in detail what it 
considered was the minimum reserve which 
was desirable.® 


In a heated debate on the floor of the 
Senate, the provision was attacked on sev- 
eral grounds. It was contended that exces- 
sive discretionary power would be conferred 
on the Commissioner if he were to be given 
the authority to determine the adequacy 
of the bad-debt reserve and that this was 
tantamount to bestowing power on the 
federal government to contravene the re- 
quirements of state law in regard to mini- 
mum-reserve provisions and perhaps to 
destroy the solvency of the banks.” 


It was also stated that if reserves proved 
inadequate as a result of the Commissioner’s 
action, the banks would have no way to in- 
crease their reserves by selling shares of 
stock, as the commercial banks can do. 
Moreover, any losses would: ultimately fall 
on the federal government which insures 
a large percenatge of the accounts.” 


The suggestion was therefore made on 
the floor of the Senate that the discretion 
of the Commissioner be limited by provid- 
ing that the banks would be entitled to at 
least a 10 per cent reserve (as required by 
New York and other states).“ This was 
later increased to 12 per cent. Section 23 
(k) (1) as finally enacted provides that 
mutual savings banks may elect to deduct 
bad debts which become worthless during 
the year or may elect to take the following 
deduction: 


“ 


: a reasonable addition to a reserve 
for bad debts; . the reasonable addition 
to a reserve for bad debts shall be deter- 
mined with due regard to the amount of 
the taxpayer’s surplus or bad debt reserves 
existing at the close of December 31, 1951 

[It] shall in no case be less than the 
amount determined by the taxpaver as the 


(Footnote 56 continued) 

With credit unions, these state funds are ex- 
empt from taxation under Code Sec. 101(4), as 
amended by the Revenue Act of 1951, Sec. 
313(b). 

51 Report cited, footnote 2, at p. 25. 

*§ 97 Congressional Record 12084. 

5° See footnote 39. 

® See footnote 39. 
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reasonable addition for such year; except 
that the amount determined by the tax- 
payer under this sentence shall not be greater 
than the lesser of (A) the amount of its net 
income for the taxable year, computed with- 
out regard to this subsection, or (B) the 
amount by which 12 per centum of the total 
deposits or withdrawable accounts of its 
depositors at the close of such year exceeds 
the sum of its surplus, undivided profits, 
and reserves at the beginning of the taxable 
year.” 


It is clear that the 12 per cent reserve 
provision represents the minimum reserve 
to which the taxpayer is entitled and is not 
a ceiling, as might be inferred from a cur- 
sory reading of the section.” Under the first 
clause, the Commissioner has discretion 
to allow a reserve in excess of 12 per cent. 
Parenthetically, it may be observed that 
the tax will fall on banks unequally, de- 
pending on how large their accumulated 
reserves now are and on the requirements 
of state law as to reserves and maximum- 
interest payments. 


The statute makes no provision as to 


_how surplus, undivided profits and bad-debt 


reserves are to be calculated for the period 
prior to the time that the tax exemption 
was lost. Apparently, the banks may con- 
tinue to use their books of account as hereto- 
fore maintained in making these computations. 
The term “reserves” in clause (B) should 
probably be confined to surplus reserves 
and the reserve for bad debts. Depreciation 
reserves, it is submitted, need not be in- 
cluded in the computation. By analogy to 
the proposed regulations under Supplement 
U, the method elected in the first return 
(charge-off or reserve) will probably be 
binding for succeeding years.™. 


Section 313 of the act has produced other 
perplexing problems of interpretation. There 
is no indication of the basis to be used for 
assets. An early ruling held that an exempt 
taxpayer was not required to adjust the 
basis of its assets for depreciation during 
the period that it was exempt, where it 
thereafter sells the assets.* Some writers 
have, therefore, taken the position that mu- 
tual savings banks need not adjust the basis 
of their assets for depreciation during the 


61 97 Congressional Record 12123. 

® This is manifest in the Senate debate, cited 
at footnote 61, at p. 12140. 

% Proposed regulation, Sec. 29.421-5(c), Fed- 
eral Register, January 8, 1952. 

6G. C. M. 10857, XI-2 CB 105 (1932); Mer- 
tens, Law of Federal Income Taxation, Vol. 3, 
p. 635. 
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period that they were exempt.® Certainly 
no depreciation was allowed or allowable 
during this period.” 


The proposed regulations to Supplement 
U indicate that the basis of property must 
be adjusted for the period during which the 
taxpayer was exempt.” However, there is 
some support for this position in the stat- 
ute itself. Doubtlessly this question will have 
to be settled by the courts. It is submitted 
that the only fair rule is to permit the tax- 
payer to use as its basis the higher of the 
fair market value of the assets at the be- 
ginning of its first taxable year or the basis 
determined under Section 113 (b) adjusted 
for depreciation for the period prior to that 
date.” 


It would seem that the bank may continue 
to use its regular accounting year. Where 
the bank is on a cash basis, income earned 
prior to the effective date of the statute but 
received thereafter would apparently be 
taxable.” No net operating loss deduction 
will probably be allowed from a taxable 
year during which the bank was exempt.” 
3y the same reasoning, no carry-backs to a 
year during which the bank was exempt will 
be required. 


Although mutual savings banks are now 
subject to the regular corporation tax 
rates,” Section 313 (c) of the act amends 
Code Section 454 (h), granting them ex- 
emption from the excess profits tax. Code 
Section 102 would appear to be inapplicable 
by its terms, since it refers to “share- 
holders.” 


Effects of Loss of Exemption 


Competition with commercial banks is 
still facilitated by the provisions (1) ex- 
empting mutual savings banks from the 
excess profits tax, (2) allowing a full de- 
duction for interest paid or credited to 





® Cited by Gill, ‘“‘The Revenue Act of 1951’ 
(Part 4), 21 New York Certified Public Ac- 
countant 806 (December, 1951). 

6 Code Sec. 113(b)(1)(B). 

8? Proposed regulation, Sec. 29.423-3(a). 

6&8 For example, Code Sec. 423(d)(1) speaks 
of ‘‘adjusted basis.”’ 

Similar rules are contained in Code Sec. 
113(a)(14), in regard to assets acquired prior 
to March 1, 1913, and in New York Tax Law, 
Sec. 219-z(6). 

7 Proposed regulation, Sec. 29.421-5(c) ; Royal 
Highlanders, CCH Dec. 12,898, 1 TC 184 (1942) 
(aeq.), rev'd 43-2 ustc { 9612, 138 F. (2d) 240 
(CCA-8). 

71 Proposed regulation, Sec. 29.422-(5). 

™ Report cited, footnote 2, at p. 20; Code 
Sec. 104 now includes these banks. 
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depositors and (3) granting a more liberal 
method for the computation of the reserves 
for bad debts. It therefore seems fair to 
conclude that, in essence, the long-estab- 
lished policy of favoring these banks has 
not been abandoned by Congress. 


Other consequences, though perhaps not 
anticipated by Congress, are now material- 
izing. Mutual savings banks are demand- 
ing the privilege of making broader 
investments.” New York has _ recently 
granted permission for these banks to invest 
a limited amount of their assets in common 
and preferred stock.“ A higher interest 
rate has also been authorized.” It is indi- 
cated that legislation will be requested ex- 
tending the mortgage-lending limit and 
permitting the establishment of banks in 
new areas.” The new tax will probably in- 
duce a shift to investments in tax-exempt 
bonds and the realization of deductions by 
the sale of bonds and other securities at 
loss prices.” 


Savings Bank Life Insurance 


Savings bank life insurance originated in 
Massachusetts in 1908, largely through the 
efforts of Louis D. Brandeis.* It was 
adopted by New York in 1939 and by Con- 
necticut in 1941. Two hundred sixty-one 
mutual savings banks in these three states 
were selling life insurance at the end of 
1951. Policies totaling 597,600, which repre- 
sented $632 million of low-cost life insur- 
ance protection, were then in force.” 


Section 346 of the act enacted new Code 
Section 110. Life insurance departments 
of mutual savings banks, for taxable years 
beginning after December 31, 1951, are to 
be treated as if they were separate taxable 
entities, provided that separate accounts are 
maintained and the departments would 
qualify as life insurance companies under 

(Continued on page 490) 


™% New York Times, January 5, 1952, p. 18, 
col. 4. 


™ Laws of 1952, Ch. 162, effective March 25, 
1952. 

™® Magazine cited, footnote 9, at p. 10. New 
York mutual savings banks were permitted to 
pay an interest rate of 2.5 per cent: for 16 
years the New York State Banking Board had 
held the rate at 2 per cent. 

7% Paper cited, footnote 67. 

™ Magazine cited, footnote 8, at p. 9. 

7% Alpheus T. Mason, Brandeis, A Free Man’s 
Life (New York, The Viking Press, 1946), 
Ch. 24. 

725 Mutual Savings Banking No. 8, p. 10 
(January, 1952). 
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Not a GAIN Again, Again and Again 


By SOLOMON S. MANDELL 


THE ISSUE OF A GAIN AND LOSS TRANSACTION DOESN'T ALWAYS 


RESEMBLE THE PARENT. A COMPLETE BODY OF LAW HAS NOT YET 
DEVELOPED ON THIS POINT, SAYS MR. MANDELL, WHO IS TAX 


AXPAYER sells stock in 1941. He 

sustains a long-term capital gain or loss 
and reports it on his 1941 individual in- 
come tax return. In 1943 taxpayer is re- 
quired to pay a sum of money to a vendee 
because of certain innocent misrepresenta- 
tions leading to the sale or because of some 
provision in the contract of sale which cre- 
ated contingent obligations at that time. Is 
this payment a capital loss or an ordinary 
loss? In what year? Suppose, instead, 
the vendee must pay the taxpayer, for sim- 
ilar reasons. Does taxpayer have a capital 
gain or ordinary income? In what year? 
Finally, should it make any difference that 
instead of a sale of stock there is a corporate 
liquidation and that for one reason or an- 
other taxpayer-transferee receives or must 
pay sums of money on account of the liqui- 
dation in taxable years after the liquidation. 


It seems quite clear that whatever the 
status of the subsequent gain or loss, it 
should be accounted for in the later tax- 
able year when the right or obligation ac- 
crues or is paid. This is required by the 
annual accounting concept which has be- 
eome fairly well fixed in our tax law. (Bur- 
net v. Sanford & Brooks Company, 2 ustc 
{ 636, 282 U.S. 359 (1931); Dixie-Pine Prod- 
ucts Company v. Commissioner, 44-1 ustc 
{ 9127, 320 U. S. 516; Roberta Pittman, CCH 
Dec. 17,549, 14 TC 449 (1950).) 


One might believe that the question of the 
status of the subsequent gain or loss is as 
simple to determine as the taxable year 
of reporting. As a matter of tax justice, 
the subsequent gain or loss should have 
the same tax status as the original transac- 
tion from which it resulted. Further, since 
the subsequent gain or loss results from 


Gain 
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the original “capital” transaction, it would 
seem that the subsequent gain or loss is 
tainted with “capital” qualities. (See 64 Har- 
vard Law Review 858 (1951).) This, how- 
ever, is far from the case. 


A complete body of law has not yet 
developed on this point, but we do have 
some cases to use as a guide. Their con- 
sistency may be questioned but not their 
existence. The result is that each situation 
may have to depend upon the peculiar facts 
involved rather than on any established 
underlying principle which would apply to 
all the cases. 


Switlik Case 


The conclusion in one type of situation 
seems fairly well established. That involves 
losses to transferee stockholders sustained 
in taxable years subesquent to that of the 
liquidation. The leading case on this is 
Stanley Switlik, CCH Dec. 17,110, 13 TC 121 
(1949) (nonacq. 1949-2 CB 4), aff’d 50-2 
ustc 99446, 184 F. (2d) 299 (CA-3). 
Stockholders of a corporation received dis~ 
tributions in complete liquidation in 194] 
and each reported his pro-rata share in his 
income tax return for that year as a long- 
term capital gain. In 1944 the stockholders 
paid their liability as transferees for de- 
ficiencies in tax which the Commissioner, in 


- 1942, determined the corporation owed for 


the years 1940 and 1941. The Tax Court 
held that losses sustained by stockholders 
as a result of payments made in 1944 were 
deductible in that year as ordinary losses 
and not as capital losses. 

The court of appeals, in affirming the 
decision, stated: 
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“The Commissioner concedes that the 
payments in 1944 do not represent losses 
from the sale or exchange of capital assets 
so that the deduction of the amounts paid 
is determined directly by the capital gains 
and losses provisions of Section 117 of the 
Code. He concedes also that a loss deduc- 
tion is due the taxpayers for the taxable 
year 1944 under the theory of the cases 
already cited. Notwithstanding, the Com- 
missioner characterizes the payments as 
capital losses, deriving their nature from 
the liquidation in 1941 which is denominated 
a capital transaction by Section 115 (c) of 
the code. ... The Tax Court, adhering to 
the principle of the taxable year, determined 
that the capital transaction was concluded 
in 1941, when the distributions became the 
taxpayers’ property; that there was no sale 
or exchange in 1944; and that the losses sus- 
tained by the taxpayers as a result of the 
satisfaction of their liability as transferees, 
under the circumstances, were losses in 1944. 


“We agree that [since] the 
concept of annual accounting prevails 
and that the payments do not represent 
losses from the sale or exchange of capital 
assets, we are obliged to follow the language 
of the Internal Revenue Code.” 


The concept of annual accounting periods 
which appears to govern this situation is 
developed more fully in Roberta Pittman, 
cited above. There the problem arose in 
reverse, the taxpayer attempting to reduce 
his capital gain in the liquidation by subse- 
quent expenditures as transferee of the 
corporation. 


The corporation was dissolved in 1945. 
In 1947 a federal income tax deficiency was 
assessed against the corporation for the year 
1945. Petitioner, as transferee, paid this 
additional assessment in 1947 and sought to 
reduce his 1945 capital gain in liquidation 
by the amount of this payment. The Tax 
Court denied the taxpayer the deduction. 
It stated: 


“The collection of Federal taxes ‘in the 
United States contemplates an annual ac- 
counting by taxpayers. In Burnet v. San- 
ford and Brooks Company, 282 U. S. 359, 
the Supreme Court said: ‘It is the essence 
of any system of taxation that it should 
produce revenue ascertainable, and payable 
to the Government, at regular intervals. 
Only by such a system is it practicable to 
produce a regular flow of income and apply 
methods of accounting, assessment and col- 
lection capable of practical operation.’ This 
principle is now a familiar one and has 
often been stated and applied. See Security 


Flour Mills Co. v. Commissioner, g2t U.S: 
281, and cases there cited.” 


The court held that there was “no basis 
for making an exception to this sound prin- 
ciple in the instant case of a transferee of 
the assets of a corporation. If it were done 
here, other exceptions would suggest them- 
selves. If the petitioner’s contention, that 
the capital gain should be adjusted, were to 
be followed, the result would be to hold in 
abeyance the final determination of the 
capital gain on a corporate dissolution un- 
til the final corporate income tax had been 
paid. This would place an unwarranted 
burden on the collection process.” The 
Court cited the Switlik case to sustain its 
position on this point. (See, also, Estate of 
Hetty B. Levy, CCH Dec. 18,599, 17 TC 728 
(1951).) 


In Frederick R. Bauer, CCH Dec. 17,984, 
15 TC 876 (1950) (nonacq.), rev’d 52-1 
ustc J 9152 (CA-2), taxpayer was a stock- 
holder in the liquidation of a corporation. 
The liquidation was completed in 1940 and 
the transaction reported by the taxpayer on 
his tax return. In 1944 taxpayer had to pay 
a sum of money as a transferee of the cor- 
poration. He treated this payment as an 
ordinary loss in 1944, but the Commissioner 
argued that it was a capital loss. 


The Commissioner attempted to disting- 
uish the Switlik case and others preceding 
it on the ground that they “were concerned 
with the payment by transferees of the 
transferor’s ta¥es, whereas here, the trans- 
ferees paid the amount of a judgment against 
their transferor.”” However, the court treat- 
ed this distinction as without any difference 
in principle. It therefore followed the 
Switlik case and treated the 1944 payment 
as an ordinary loss. On appeal, the circuit 
court upheld the Commissioner. 


The Switlik case was also followed in Seth 
M. Milliken, CCH Dec. 17,842, 15 TC 243 
(1950). Here the petitioner sought to de- 
duct the entire amount which he paid as his 
pro-rata share of a tax deficiency determined 
against his transferor corporation subse- 
quent to the year of liquidation. The court 
held that this was the same situation as in 
the Switlik case and that the payment was 
deductible as an ordinary loss rather than 
as a capital loss. 


So we see that in this group of cases the 
annual concept of accounting has been used 
by the courts not merely to decide the year 
in which the subsequent loss should be re- 
ported by the corporate transferee but also 
to ascertain the nature of the loss. In other 
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words, the courts in effect hold that an 
actual sale or exchange must take place in 
the later year in order for the loss to be 
treated as a capital loss. The nature of the 
original transaction is treated as irrelevant. 


Using this line of cases as precedent, one 
might expect to be able to answer all the 
questions originally set forth. First, al- 
though subsequent losses were involved in 
each case, the same theory would appear 
to apply equally to gains. Thus, if the 
transferees received additional sums in later 
years, it would follow that the later receipts 
are ordinary income, since they are not re- 
ceived pursuant toa sale or exchange. Yet, 
in a few cases in point, subsequent receipts 
were treated as capital gains. 


Carter and Smith Cases 


In Commissioner v. Carter, 48-2 vustc 
¢ 9415, 170 F. (2d) 911 (CA-2), commis- 
sions were originally earned by a corpora- 
tion on sales of oil for future delivery, but 
the commissions were to be paid only when 
the oil was delivered. Prior to delivery of 
the oil, the corporation was dissolved and 
taxpayer, its sole stockholder, received all 
the assets. Among these assets were the 
rights to the future commissions. Taxpayer 
assigned no value to this asset in the liqui- 
dation and treated the subsequent receipts 
as long-term capital gains arising from the 
liquidation. The circuit court sustained 
this position. 


This case was followed in Westover v. 
Smith, 49-1 ustc $9189, 173 F. (2d) 90 
(CA-9), where the circuit court held that 
royalty payments received under a contract 
were capital gains to the stockholder where 
the contract was received in the liquidation 
of the corporation. Here, as in the Carter 
case, no value could be assigned to the con- 
tract in the liquidation. 


Burnet v. Logan 


Both cases relied on Burnet v. Logan, 2 
ustc J 736, 283 U. S. 404 (1931). That case 
involved a sale of stock for cash plus con- 
tingent future payments. The Supreme 
Court held that the contingent future re- 
ceipts had no ascertainable 
value, so that the transaction was not a 
closed one and actual future receipts were 
capital gain. In the Carter and Smith cases 
the circuit courts held that it made no dif- 
ference that the Logan case involved a sale 
of stock rather than a dissolution or that in 
the Logan case the taxpayer had not recov- 


Gain 





‘loss within Burnet v. Logan, above. 


fair market . 


ered her cost basis until after receipt of the 
future contingent payments. Both cases 
involved the receipt of assets which could 
not be valued so, following the Logan case, 
the courts treated the original transaction 
as open. Thus, future receipts were part of 
the original transaction and were capital gain. 


Of course, it might be said that these 
cases are limited on their facts and that the 
theory of the Switlik case applies equally as 
well to situations concerning subsequent 
gains. Yet the opinion in these cases is 
really contrary to the logic of the Switlik 
case and makes one believe that at least in 
certain cases, and probably in most cases, a 
different rule exists where transferees have 
gains subsequent to the year of liquidation. 
(See the M. K. Megargel line of cases dis- 
cussed subsequently.) The two different re- 
sults cannot practically be reconciled. The 
Switlik case is really wrong in the sense that 
the taxpayers subsequently made payments 
pursuant to contingencies that existed at the 
time of the liquidation, which contingencies 
could not be valued. To that extent the 
original transaction remained open and the 
subsequent payment was really a capital 
Perhaps 
the Switlik line of cases will be overruled. 
Probably not. If not, there may be a ques- 
tion as to the extent to which the Switlik 
reasoning will apply in profit cases and the 
Logan reasoning will apply in loss cases. 
For example, after the liquidation, the trans- 
feree received a tax refund to which the 
corporation subsequently became entitled. 
Capital gain? Logan indicates yes. Switlik 
says no. Again, after the liquidation the 
taxpayer must make good a contractual 
contingent obligation of the corporation. 
Capital loss? Logan indicates yes. Switlik 
says no. 


Megargel Case 


There is still another group of cases to 
consider, commencing with Margery K. Me- 
gargel, CCH Dec. 13,729, 3 TC 238 (1944). 
Here, petitioner transferred stock in 1933 
upon representations which she later con- 
sidered fraudulent. In 1939 she instituted 
action for recovery of the stock or, if not 
deliverable, its value. In the same year the 
action was compromised and dismissed. 
Upon the settlement she received no stock 
but, rather, was paid $120,000, for which 
she agreed to execute a satisfaction of all 
claims. The question before the Tax Court 
was whether the amount so received was 
ordinary income or capital gain. The court 


held that it was capital gain, because “had 
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the petitioner here recovered the stock by 
judgment, she would have recovered her 
capital assets. Therefore, the money re- 
ceived upon settlement is of the nature of 
proceeds of capital assets.” 


The real effect of this decision is that the 
capital nature of the 1933-transaction ex- 
tended to 1939. The reason is that no real 
“sale or exchange” took place in 1939. 
Rather, taxpayer recovered on the basis of 
certain implicit provisions in her 1933 sale. 
For example, it is implicit in every sale that 
neither party has defrauded the other. To 
the extent that fraud is used, the other 
party is entitled to damages. In the present 
case, taxpayer never got her stock back. 
The fact that she instituted a suit to re- 
cover her stock does not mean that in the 
compromise she received her stock or its 
value. Actually, all she really received was 
the defendant’s opinion as to the value of 
her claim. She may not have been entitled 
to get her stock back, yet there may have 
been some fraud. All she got was damages 
resulting from the misrepresentations. The 
effect, then, was that these damages were 
treated as additional proceeds of a capital 
nature in a year subsequent to the year of 
sale. (See Nichol v. U. S., 43-1 ustc J 9262, 
48 F. Supp. 662 (Ct. Cls).) 


Despite the analysis in the preceding par- 
agraph, the case can’t be cited as authority 
for what the author believes is the real con- 
clusion. All that the case holds is that 
where the suit was to recover the stock it- 
self, the settlement must be treated as a deal 
for the stock. The result is a capital gain 
from the disposition of stock. In fact, by 
analyzing and distinguishing other cases, 
the court, by dictum, holds that in other cir- 
cumstances subsequent receipts might not 
be treated as of a capital nature. Therefore, 
they would be ordinary income or loss to 
the recipient or payor, respectively. For 
example, the court distinguished Harwick v. 
Commisstoner, 43-1 ustc § 9332, 133 F. (2d) 
732 (CCA-8). 


Harwick and Nichol Cases 


In the Harwick case the taxpayer bought 
stock in one year and sold it at a-loss in a 
later year. Subsequently, the taxpayer dis- 
covered that he was defrauded when he 
made the purchase. He brought suit and his 
claim was settled. One question was wheth- 
er the recovery was ordinary income or 
capital gain. The court held that the re- 
covery was a separate transaction from the 
earlier sale of stock, and the two transac- 
tions could not be coupled to get a single 
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“sale or exchange.” Consequently, the sum 
recovered was ordinary income. 


The Tax Court in Megargel distingished 
Harwick in the following way. It stated 
that in Megargel the fraud surrounded the 
sale of stock. Consequently, the suit was 
to get the stock back, and the amount re- 
ceived in settlement was payment for the 
stock. On the other hand, in Harwick the 
fraud surrounded the purchase of stock, so 
that the suit was to get back some of the 
money paid for the stock, and the amount 
received in settlement was for money ex- 
pended. Thus, there is gain from the sale 
of property in Megargel, which is capital 
gain, and only a return of funds in Harwick, 
which is ordinary income to the extent that 
it exceeds taxpayer’s basis. In deciding 
these cases, the guide used by the Tax Court 
is aptly phrased in the following language: 
“The nature and basis of the action show 
the nature and character of the considera- 
tion received upon the compromise.” 


The court in the Megargel case cited 
Nichol v. U. S., cited above. In that case 
taxpayer sold stock in 1926. In 1936 tax- 
payer claimed fraud and sued for the differ- 
ence between the true value of the stock and 
the amount received. Taxpayer recovered 
and treated the additional amount as capi- 
tal gain. The court held for the taxpayer, 
saying: “Those additional gains when she 
finally recovered them in 1936, had the 
same status as income as that portion of the 
1926 payment which represented gain.” It 
should be noted here that taxpayer did not 
sue for the stock but merely for the greater 
value of the stock over what she had already 
received. Therefore, the decision was based 
on the premise that the amount received 
was merely additional selling price, the 
character of the original deal carrying 
through to the later year. 


It is the author’s opinion that the decision 
in the Nichol case is correct, being.consistent 
with the theory of the Logan case. The 
same goes for the conclusion of the Megar- 
gel case. Unfortunately, however, the author 
disagrees with the theory of the Megargel 
case and does not believe that it was neces- 
sary to the decision. In fact, although Me- 
gargel cites the Nichol case, the reasoning of 
the Megargel case would require a contrary 
and, in the author’s opinion, an incorrect 
decision in the Nichol case. 


At this point it would appear that there 
are separate lines of cases, each reaching 
results which are consistent with the par- 
ticular facts involved and the reasoning of 
the courts. Although they all involve the 
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same basic problem and should reach sim- 
ilar conclusions, it is impossible to reconcile 
them with each other. It is, therefore, diffi- 
cult to predict what would be the answers 
to some of the problems that might arise 
under this general heading. 


A good example of this confusion is illus- 
trated by the recent case of Duveen Brothers, 
Inc., CCH Dec. 18,451, 17 TC —, No. 15, 
(1951). The petitioner, in order to sell a 
large block of stock which was callable at 
$11 per share, agreed to pay to purchasers 
of the stock the difference between the pur- 
chase price and the $11 redemption price. 
The stock was sold during the years 1943 
and 1944 at prices in excess of the redemp- 
tion price. The stock was called, and the 
petitioner, in 1945, paid the purchasers the 
amount guaranteed to them. The petitioner 
sought a full deduction for the 1945 pay- 
ment, but the Commissioner argued for a 
long-term capital loss. 


The petitioner urged the Switlik reasoning 
to get the full deduction. The Commission- 
er, on the other hand, argued along the lines 
of the Megargel case. The majority of the 
Tax Court, in a reviewed decision, held for 
the Commissioner. It was of the opinion 
that “the Switlik case presented a different 
factual situation and is distinguishable from 
this proceeding.” In this case it held that 


“the refunds of parts of the purchase price 
paid for the stock are unquestionably part 
of the general transaction involving sales of 


capital assets. The refunds to the pur- 
chasers of the stock represent a loss to the 
petitioner. Since the loss was sustained in 
connection with the sale of stock, it is a 
capital loss.” 


Three judges dissented in this case and 
wrote a minority opinion based on the rea- 
soning of the circuit court in the Switlik 
case. That is, the minority believed that 
there could not be a capital loss in 1945 
since there was no sale or exchange of a 
capital asset in that year. 


It is my opinion, consistent with what I 
have said before, that the majority opinion 
is correct. The law does not specifically 
require that the “sale or exchange” must 
have occurred in 1945. If the loss is from 
a transaction involving the sale of a capital 


asset, although in a prior year, the require- . 


ment of the statute would appear to be met. 
The Logan line of cases supports this view. 
Therefore, the minority view is incorrect. 
The only disagreement that I have with 
the majority view is with their method of 
distinguishing the Switlik case. (As I have 
suggested before, it is my opinion that the 
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Switlik case is not distinguishable and is 
wrong.) They stated that “the payments 
of the deficiencies were not part of any con- 
tract or agreement relating to the distribution 
of the corporation’s assets upon liquidation.” 
This is incorrect. When the assets were 
received in liquidation, they were taken 
subject to any liabilities. Thus, there was an 
implied agreement to pay any liabilities of 
the corporation. Otherwise, there would 
appear to be no reason for the transferees 
to pay the deficiencies subsequently as- 
sessed against the corporation. Under such 
circumstances the subsequent payment was 
part of a continuing transaction and should 
have been held to be a capital loss. 


On this general problem certain conclu- 
sions are warranted at this time. First, the 
tax nature of the subsequent gains or losses 
would not be affected by whether the orig- 
inal transaction was a gain or loss trans- 
action. Second, since a liquidation of a 
corporation is treated under Code Section 
115 as a sale of stock by the shareholders, 
the same results would follow where an 
actual sale of stocks occurred. The Carter 
case is authority for both points which it 


‘had to decide in order to reconcile itself 


with the Logan case. Beyond this point it 
cannot be predicted with certainty what the 
outcome may be in each particular case that 
may arise involving this general problem. 
Where the facts are very similar, it is likely 
that the courts will follow their prior de- 
cisions. Any variation in facts, however, 
will create uncertainty as to the outcome. 


The circuit court decision mentioned 
above in the Bauer case stated that: 


“In so holding, we disagree with 
Switlik. . . . The Court there .. . rested 
its decision on what has been called ‘the 
theory of the single year as the unit of taxa- 
tion’ and the resultant principle that a tax 
return for a previous year may not be re- 
opened to reflect a subsequent fact. But we 
think that this now well-settled principle 
does not mean that an examination of the 
previous year’s return may not be made in 
order to determine the nature of the new 
fact for the purpose of ascertaining how a 
gain or loss is to be categorized in com- 
puting taxable income for the year in which 
the new fact happened.” 


This is the same theory upon which I 
have argued that the Switlik case is incor- 
rect. Since the Second Circuit and Third 
Circuit are now in conflict, it is likely that 
the problem will eventually be referred to 
the United States Supreme Court for de- 
cision. [The End] 
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The BANKRUPTCY Triangle: (rec 


TT’HIS ARTICLE contains a discussion 
of (1) some questions pertaining to 
federal tax liens in bankruptcy proceedings, 
(2) the question whether a liquidating trus- 
tee in bankruptcy for a corporation is 
required to file an income tax return and 
(3) one problem involved in connection 
with the deduction from wage dividends of 
taxes ordinarily withheld from wages.’ 


The first general topic I should like to dis- 
cuss relates to federal tax liens. 


Under ordinary circumstances, the fed- 
eral tax lien which may be involved in any 
proceeding under the Bankruptcy Act is 








1It will be understood that all problems dis- 
cussed herein relate only to strict bankruptcy 
proceedings being administered pursuant to the 
provisions of Chapters I to VII of the Bank- 
ruptcy Act. 

226 USC Secs. 3670 to 3679, inclusive. 

Liens for gift and estate taxes which would 
not usually assume importance in a bankruptcy 
proceeding are established independently of the 
federal tax lien created by the provisions of 
Secs. 3670 to 3679, inclusive. Code Sec. 1009 
(26 USC Sec. 1009) creates a lien for gift taxes 
for a period of ten years from the time the gift 
was made. The lien attaches to the property 
comprising the gift in the hands of the donee 
but is lifted if the property is sold for an ade- 
quate and full consideration and it then at- 
taches to all other property of the donee. 

Code Sec. 827 (a) (26 USC Sec. 827 (a)) pro- 
vides for a lien for estate tax, good for ten 
years after the decedent’s death, upon his gross 
estate as defined by the Code. If any part of 
the liened gross estate is passed to another 
and the estate tax is still outstanding, the lien 
follows, and, .in addition, the recipient is, made 
personally liable for the outstanding tax to the 
extent of the value of the property at the time 
of the decedent’s death. If that property is sold 
to a bona fide purchaser for value, the lien is 
lifted from the property sold, but it attaches 
to the other property of the seller. Code Sec. 
827 (b) (26 USC Sec. 827 (b)). 

3 The provision in Code Sec. 3670 that the fed- 
eral tax lien covers all property and rights to 
property of the delinquent taxpayer seems suf- 
ficiently broad to include the property which 
Passes by operation of law to the trustee in 
bankruptcy pursuant to the provisions of Sec. 
70a of the Bankruptcy Act (11 USC Sec. 110a). 
In fact, the federal tax lien covers property 
which may be exempt from administration by 
the bankruptcy court. U. 8S. v. Heffron, et al., 
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that lien which arises by virtue of the 
provisions of Section 3670 and the imme- 
diately following sections of the Internal 
Revenue Code.’ 


Under Section 3670 if any person “liable 
to pay any tax neglects or refuses to pay 
the same after demand, the amount (includ- 
ing any interest, penalty, additional amount, 
or addition to such tax, together with any 
costs that may accrue in addition thereto) shall 
be a lien in favor of the United States upon 
all property and rights to property, whether 
real or personal, belonging to such person.” * 
This lien arises “at the time the assessment 
list was received by the collector,” unless 





47-1 ustc § 9194, 158 F. (2d) 657 (CCA-9), cert. 
den. 331 U. S. 831; Jones v. Kemp et al., 442 
ustc { 9410, 144 F. (2d) 478 (CCA-10); Sham- 
baugh et al. v. Scofield, 42-2 ustc { 9826, 132 F. 
(2d) 345 (CCA-5); Staley et al. v. Vaughn, 50 
S. W. (2d) 907 (Tex. Civ. App., 1932). More- 
over, it also attaches to after-acquired property 
(Glass City Bank v. U. 8., 45-2 ustc { 9449, 326 
U. S. 265) which does not pass to a trustee 
in bankruptcy except to the limited extent pro- 
vided by Secs. 70a (7) and 70h of the Bank- 
ruptcy Act (11 USC Secs. 110a (7) and 110h) and 
the two sentences immediately succeeding but 
not a part of Sec. 70a (8) of the Bankruptcy Act 
(11 USC Sec. 70a (8)). 

The property to which the federal tax lien 
attaches includes choses in action (Filipowicz 
v. Rothensies, 42-1 ustc § 9300, 43 F. Supp. 619 
(DC Pa.)), dividends payable to a creditor of 
a bankrupt (Goldenberg et al. v. Westover, 
45-2 ustc { 9362, 150 F. (2d) 388 (CCA-9)), 
nonthly income under a trust (U. S. v. Dallas 
National Bank et al., 46-1 ustc § 9117, 152 F. 
(2d) 582 (CCA-9) and 47-2 ustc { 9405, 164 F. 
(2d) 489 (CCA-5)), bank deposits (MacKenzie v. 
U. S., 40-1 vustc 9229, 109 F. (2d) 540 
(CCA-9)) and an amount payable out of a 


bankrupt estate to an individual for his past. 


services as a state court receiver (Glass City 
Bank v. U. 8., above). In the case of Citizens 
State Bank of Barstow, Texas v. Vidal, 40-2 ustc 
7 9603, 114 F. (2d) 380 (CCA-10), the court 
held that a delinquent taxpayer’s claim for 
work, labor and material furnished was ‘‘prop- 
erty’ or “‘rights to property’’ within the mean- 
ing of Code Sec. 3670, even though such claim 
was intangible in character. The indebtedness 
of a third party to a taxpayer is subject to 
distraint. (U. 8. v. Long Island Drug Company, 
Inc., et al., 41-1 ustc § 9140, 115 F. (2d) 
983 (CCA-2).) 
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another date is specifically fixed by law.‘ 
Therefore, once demand is made and pay- 
ment refused or neglected, the lien becomes 
effective as of the time the assessment list 
was received.® 


This lien is valid without filing notice 
thereof except as against a mortgagee, 
pledgee, purchaser or judgment creditor of 
the taxpayer.’ When notice of the federal 
tax lien has been filed, it is valid against 
judgment creditors and, except under speci- 
fied circumstances when a security is in- 
volved,’ against mortgagees, pledgees and 
purchasers. 

In the Greenville case* the United States 
Cireuit Court of Appeals for the Fourth 


4 Code Sec. 3671 (26 USC Sec. 3671). See, also, 
Cobb v. U. 8., et al., 49-1 ustc 9125, 172 F. 
(2d) 277 (CA of D. C.), and Filipowicz v. 
Rothensies, cited at footnote 3. 

5See U. 8S. v. The Pacific Railroad, et al., 1 
F. 97 (Cir. Ct. Mo., 1880) and U. 8. v. Allen, 
et al., 14 F. 263 (Cir. Ct. Tenn. 1882). See 
also, Goldenberg et al. v. Westover, cited at 
footnote 3, and U. 8. v. Caldwell, 47-2 ustc 
{ 9363, 74 F. Supp. 114 (DC Tenn.), concerning 
the necessity for the demand. It has been held 
that no specific or formal type of demand is 
required, that the demand may be informal and, 
furthermore, that it may be waived. (In re 
Baltimore Pearl Hominy Company (Guaranty 
Trust Company of New York v. McKenrick et 
al), 1 ustc § 130, 5 F. (2d) 553 (CCA-4, 1925). 
See, also, U. S. v. Httelson, et al., 47-1 ustc 
1 9137, 159 F. (2d) 193 (CCA-7), where it was 
Stated that the filing of a claim in a probate 
proceeding constituted an adequate demand.) 


In the case of U. 8. v. The Pacific Railroad - 


et al., it was held that if property is disposed 
of by the taxpayer prior to demand, even 
though after the tax became due, the federal 
tax lien did not attach thereto. However, the 
taxpayer’s property at the time of the demand 
will be subject to the federal tax lien as of 
the date of the receipt of the assessment list. 
(Citizens State Bank of Barstow, Texas v. 
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Circuit considered the federal tax lien a 
specific lien which attached to the property 
and rights to property of the taxpayer as 
of the date upon which the assessment list 
was received by the collector and stated 
that after “the lien provided by the statute 


. attaches, the property has in a sense two 


owners, the taxpayer and, to the extent of 
the lien, the United States.” The court also 
discussed the principle of “first in time, 
first in right” which is ordinarily applied 
in determining priority as between liens of 
equal dignity. 


In the light of this decision, the federal 
tax lien which is created by the aforemen- 


Vidal, cited at footnote 3; Metropolitan Life 
Insurance Company v. U. 8., 39-2 uste { 9771, 
107 F. (2d) 311 (CCA-6), cert. den. 310 U. S. 
630.) 

® Code Sec. 3672 (26 USC Sec. 3672) does not 
afford protection to any person who does not 
come within the prescribed categories. (Bank 
of America National Trust & Savings Asso- 
ciation v. U. 8S. et al., 48-1 ustc § 9185, 166 F. 
(2d) 415 (CCA-9); Investment & Securities Com- 
pany v. U. S8., 44-1 uste 9210, 140 F. (2d) 894 
(CCA-9); and MacKenzie v. U. S8., cited at 
footnote 3.) The concurring opinion of Mr. 
Justice Jackson in U. 8S. v. Security Trust & 
Savings Bank, Executor, et al., 50-2 ustc {| 9492, 
340 U. S. 47, indicates that the terms are used 
in their conventional sense. 

™Under Code Secs. 3672(b)(1) and (2), the 
federal tax lien is not effective, even if a 
notice has been properly filed, with respect 
to a security, as therein defined, as against a 
mortgagee, pledgee or purchaser of such se- 
curity for an adequate and full consideration in 
money or money’s worth if such mortgagee, 
pledgee or purchaser is without notice or knowl- 
edge of the existence of such lien. 

8U. 8. v. City of Greenville, et al. (U. S. v. 
Woodside, et al.), 41-1 ustc { 9381, 118 F. (2d) 
963 (CCA-4). 
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This paper, first published in the October, 
1951 issue of the Journal of the National 
Association of Referees in Bankruptcy, was 
read at the 1951 conference of the associ- 
ation, held in Detroit, Michigan, in August. 


tioned provisions of the Code may be said 
to have all the attributes of a specific and 
perfected lien attaching as of the date upon 
which the assessment list was received by 
the collector, demand having been made 
and payment refused or neglected, to all 
property and rights to property, both real 
and personal, owned at any time during 
the life of the lien® by the delinquent tax- 
payer. Furthermore, the right to the tax- 
payer’s property created by the lien is 
superior to the rights of any unsecured 
creditors, though the lien probably is sub- 
ject to the rule of “first in time, first in 
right” as against other liens considered 
equally specific and perfected.” 


It is generally held that a trustee in 
bankruptcy takes the property of the bank- 
rupt encumbered by liens which are not 
invalidated by some specific provision of 
the Bankruptcy Act. He thereby receives 
only the bankrupt’s equity in the property 
over and above such liens.” 


Under the provisions of Section 67b of 
the Bankruptcy Act,” statutory liens, in- 


® Glass City Bank v. U. S., cited at footnote 
3. Code Sec. 3671 provides that the federal 
tax lien shall continue until the liability for 
the amount it secures is satisfied or becomes 
unenforceable by reason of lapse of time. 

10 Cobb v. U. S., et al., cited at footnote 4; 
U. S. v. City of Greenville, et al. (U. S. v. 
Woodside, et al.), cited at footnote 8; Under- 
wood v. U. 8., 41-1 ustc § 9296, 118 F. (2d) 760 
(CCA-5); Citizens State Bank of Barstow, Texas, 
v. Vidal, cited at footnote 3; Metropolitan Life 
Insurance Company v. U. 8., cited at footnote 
5; U. 8S. v. Beaver Run Coal Company, 38-2 ustc 
7 9540, 99 F. (2d) 610 (CCA-3); In re Baltimore 
Pearl Hominy Company (Guaranty Trust Com- 
pany of New York v. McKenrick et al.), cited 
at footnote 5; and U. 8S. v. Record Publishing 
Company et al., 45-2 ustc { 9378, 60 F. Supp. 
194 (DC Calif.). Cf. Paul et al. v. U. 8., 42-1 
ustc { 10,163, 127 F. (2d) 64 (CCA-6), aff'd, 
sub nomine, Detroit Bank (formerly Detroit 
Savings Bank) v. U. 8., 43-1 ustc J 9224, 317 U. S. 
329. 

11 City of Richmond v. Bird, et al., 249 U. S. 
174 (1919); Hiscock v. Varick Bank of New 
York, 206 U. S. 28 (1907); DeLaney et al. v. 
City and County of Denver et al. (In re White 
et al.), 185 F. (2d) 246 (CCA-5, 1948); City of 
Dallas v. Crippen et al., 171 F. (2d) 526 (CCA-5, 
1948), cert. den. 336 U. S. 937, rehear. den. 336 
U. S. 955; In re Taylorcraft Aviation Corpora- 
tion (U. S. v. Martin Fireproofing Corporation), 
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cluding tax liens of the United States, are 
valid against a trustee in bankruptcy even 
though arising within four months of the 
institution of the proceeding. If such liens 
are not perfected before bankruptcy, they 
may still be valid if they are perfected 
within the time permitted by law. Further- 
more, if seizure is required to perfect them, 
they may be perfected by the filing of 
a notice with the bankruptcy court. In the 
light of the Greenville case™ already men- 
tioned, the federal tax lien to be considered 
valid under the provisions of Section 67b 
of the Bankruptcy Act apparently is the 
specific and perfected lien which arises as 
of the time the assessment list covering the 
tax obligation secured by such lien is re- 
ceived by the collector, the required demand 
having been made and payment refused or 
neglected. 


At the risk of overemphasis, I repeat that 
it is evidently only necessary for a federal 
tax to be assessed, the assessment list to be 
received by the collector and demand with- 
out collection made in order for a perfected 
federal tax lien to be created and that, 
therefore, neither seizing the property nor 
filing a notice of lien constitutes a step 
in its perfection.“ Therefore, the provisions 
of Section 67b of the Bankruptcy Act rela- 
tive to the perfection of a statutory lien 
after the institution of a proceeding can have 
only a very limited application. In fact, 
such provisions could apply to support the 
perfection of a federal tax lien in only one 


48-1 ustc { 9288, 168 F. (2d) 808 (CCA-6); U. 8S. 
v. Sampsell et al., 153 F. (2d) 731; Common- 
wealth of Kentucky ex rel. Unemployment 
Compensation Commission v. Farmers Bank & 
Trust Company of Henderson, Kentucky, 139 
F. (2d) 266 (CCA-6, 1943); In re Knox-Powell- 
Stockton Company, Inc., Ltd. (U. 8. v. State of 
California et al.), 39-1 ustc { 9277, 100 F. (2d) 
979 (CCA-9); Dunn v. Interstate Bond Com- 
pany, et al., 4 ustc J 1219, 68 F. (2d) 364 (CCA-5, 
1934); and In re San Joaquin Valley Packing 
Company (Dodd v. San Joaquin Lumber Com- 
pany), 295 F. 311 (CCA-9, 1924), cert. den. 
265 U. S. 583. While not a bankruptcy pro- 
ceeding, the observation in the case of Michi- 
gan et al. v. U. 8., 317 U. S. 338 (1943), that 
it ‘‘ ‘is of the very. nature and essence of a lien, 
that no matter into whose hands the property 
goes, it passes cum onere’ ”? appears pertinent. 

1211 USC Sec. 107b. 

3U, §. v. City of Greenville, et al. (U. S. 
v. Woodside, et al.), cited at footnote 8. 

144See authorities cited in footnotes 4, 5, 6 
and 10. See, also, U. S. v. Snyder, 149 U. S. 
210 (1893), and Glass City Bank v. U. 8., cited 
at footnote 3. Cf. Detroit Bank (formerly De- 
troit Savings Bank) v. U. S., cited at footnote 
10, and Michigan et al. v. U. S., cited at foot- 
note 11. See, however, In re Burch, 50-2 vustc 
7 9406, 89 F. Supp. 249 (DC Kan.), in which it 
is stated, in effect, that the filing of a notice 
of federal tax lien constitutes its perfection. 
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situation, namely, where a bankruptcy pro- 
ceeding is instituted subsequent to the 
receipt of an assessment list by a collector 
but before the unsuccessful demand for 
payment has been made. 


The effectiveness of the federal tax lien 
may be limited by the application of the provi- 
sions of Code Section 3672 as well as by the 
application of the provisions of Section 67c 
of the Bankruptcy Act.* 

Where a notice of federal tax lien was 
not filed prior to the institution of a bank- 
ruptcy proceeding, although the assessment 
list had been received by the collector, the 
question might be presented whether a trus- 
tee in bankruptcy is to be treated as a 
purchaser, pledgee, mortgagee or judgment 
creditor, that is, whether he falls within 
the category of those classes protected by 
reason of the provisions of Code Section 3672. 


In the Taylorcraft Aviation Corporation 
case it is stated that a trustee in bank- 
ruptcy is not a judgment creditor, pur- 
chaser, pledgee or mortgagee within the 
meaning of Code Section 3672. However, in the 
case of U. S. v. Sands™ the view was ex-: 
pressed that a trustee in bankruptcy is a 


judgment creditor because of the provisions - 


of Section 70c* of the Bankruptcy Act. 
At the time the decision in the Sands case 
was rendered, this section of the Bank- 
ruptcy Act read, in part, as follows: 


“The trustee, as to all property in the 
possession or under the control of the bank- 
rupt at the date of bankruptcy or otherwise 
coming into the possession of the bank- 


1811 USC Sec. 107c. 

16 Cited at footnote 11. 

17 49-1 ustc § 9264, 174 F. (2d) 384 (CA-2). 

1811 USC Sec. 110c. 

WIt is recognized that the statements in the 
Taylorcraft case and the Sands case as to 
whether a trustee in bankruptcy falls within 
the category of persons protected by the pro- 
visions of Code Sec. 3672 are dictum, since, in 
the Taylorcraft case, the notice of federal tax 
lien had been filed prior to the institution of the 
proceeding and, in the Sands case, it was held 
that seizure of the property prior to the insti- 
tution of the proceeding obviated the necessity 
for filing a notice of federal tax lien. 

In the case of U. S. v. Security Trust & 
Savings Bank, et al., cited at footnote 6, Mr. 
Justice Jackson states that the history of Code 
Sec. 3672 ‘‘indicates that only a judgment cred- 
itor in the conventional sense is protected.’’ 
It is not believed the trustee in bankruptcy can 
be considered a judgment creditor in the con- 
ventional sense. Code Sec. 3672 has as its sole 
aim the safeguarding of the rights of actual, 
rather than hypothetical, mortgagees, pledgees, 
purchasers and judgment creditors as against 
federal tax liens, notices of which have not been 
filed. This purpose is clearly set out in the opin- 
ion rendered in the case of MacKenzie v. U. S8., 
cited in footnote 3. Cf. Cooper v. Cantrell, et al., 
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ruptcy court, shall be deemed vested as 
of the date of bankruptcy with all the 
rights, remedies, and powers of a creditor 
then holding a lien thereon by legal or 
equitable proceedings, whether or not such 
a creditor actually exists; and, as to all 
other property, the trustee shall be deemed 
vested as of the date of bankruptcy with 
all the rights, remedies, and powers of a 
judgment creditor then holding an execu- 
tion duly returned unsatisfied, whether or 
not such a creditor actually exists.” 


In my opinion the view expressed in the 
Taylorcraft case, rather than the view ex- 
pressed in the Sands case, is correct.” How- 
ever, in any event it now appears that a 
trustee in bankruptcy should no longer, 
even in the light of the Sands case, be con- 
sidered a judgment creditor inasmuch as 
Section 70c of the Bankruptcy Act re- 
cently was amended™ to read, in part, as 
follows: 


“The trustee, as to all property of the 
bankrupt at the date of bankruptcy whether 
or not coming into possession or control of 
the court, shall be deemed vested as of the 
date of bankruptcy with all the rights, reme- 
dies and powers of a creditor then holding 
a lien thereon by legal or equitable proceed- 
ings, whether or not such a creditor actually 
exists.” 


Accordingly, the trustee in bankruptcy is 
now vested only with the “rights, remedies 
and powers” of a creditor holding a lien on 
the bankrupt’s properties by legal or equita- 
ble proceedings.” 


46 N. Y. S. (2d) 29 (1943), in which it was held 
that the trustee in bankruptcy for a chattel 
mortgagor was not a judgment creditor within 
the meaning of a statute which entitled a suc- 
cessful judgment creditor to attorney’s fees in 
an action to set aside a conveyance made with 
intent to defraud. 

2 Sec. 2 of the Act of March 18, 1950 (P. L. 
No. 461, 81st Cong., 2d Sess). 

21 The provisions of Sec. 70 of the Bankruptcy 
Act regarding a trustee in bankruptcy’s title 
should not be confused with the rights of a 
judgment creditor claiming as against a federal 
tax lien. 

The case of In re Fisher Plastics Corporation, 
89 F. Supp. 446 (DC Mass., 1950), which appar- 
ently recognizes that a trustee in bankruptcy 
should not be considered a judgment creditor, 
holds that a trustee in bankruptcy is a ‘‘pur- 
chaser’’ within the meaning of Code Sec. 3672 
by reason of the meaning which Massachusetts 
‘law gives to the term ‘‘purchaser.’’ This is 
believed to be erroneous, since to so hold pre- 
vents that uniformity in the construction of 
federal tax laws which the federal courts have 
consistently stressed. (See Burnet v. Harmel, 
3 ustc {§ 990, 287 U. S. 103 (1932); Burk-Wag- 
goner Oil Association v. Hopkins, 1 ustc { 143, 
269 U. S. 110 (1925); Hagan et al. v. Commis- 

(Footnote continued on following page) 
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Under the provisions of Section 67c of 
the Bankruptcy Act, a valid tax lien of the 
United States covering personal property 
of a bankrupt or a similarly valid tax lien 
of any state or subdivision thereof which 
is unaccompanied at the institution of the 
proceeding by possession of such personal 
property is required to be subordinated in 
payment to expenses of administration and 


(Footnote 21 continued) 

sioner, 1930 CCH Standard Federal Tax Reports 
f 9589, 43 F. (2d) 881 (CCA-5); Hart v. Commis- 
sioner, 3 ustc | 861, 54 F. (2d) 848 (CCA-1, 1932); 
Roy v. Commissioner, 4 ustc { 1259, 69 F. (2d) 
786 (CCA-5, 1934); compare Sewell v. Commis- 
sioner, 45-2 ustc {| 9446, 151 F. (2d) 765 (CCA-5). 
See, also, Janney et al. v. Bell (In re Buchanan), 
111 F. (2d) 103 (CCA-4, 1940); In re Toms (Tuttle 
v. Smith), 101 F. (2d) 617 (CCA-6, 1939), and 
In re Allee (Johnson v. McBrian), 55 F. (2d) 76 
(CCA-7, 1932), in which it was held that a trus- 
tee in bankruptcy is not to be considered a bona 
fide purchaser for value. 

2211 USC Secs. 104a (1) and (2). 

22 Goggin v. Division of Labor Law Enforce- 
ment of California, 336 U. S. 118 (1949), and 
U. S. v. Sands, cited at footnote 17. 

In the event personal property subject to the 
federal tax lien has been reduced to possession 
by the collector of internal revenue prior to the 
institution of a bankruptcy liquidation pro- 
ceeding, the question might arise whether the 
bankruptcy court has summary jurisdiction to 
direct the turnover of such property by the 
collector. 

Section 70a of the Bankruptcy Act (11 USC 
Sec. 110a) provides that the trustee of the estate 
of a bankrupt is vested by operation of law with 
the title of the bankrupt to all the property 
enumerated therein as of the date of the filing 
of the petition in bankruptcy. Section 2 of the 
Bankruptcy Act (11 USC Sec. 11) generally sets 
forth the jurisdiction of courts of bankruptcy 
over all phases of bankruptcy proceedings. Un- 
der Sec. 2a (7) of the Bankruptcy Act, the 
bankruptcy court is given the power to collect, 
liquidate and distribute the estate of a bank- 
rupt and to determine controversies relating to 
it. In general, exclusive jurisdiction is thereby 
granted the bankruptcy court to determine any 
question relating to property in the actual or 
constructive possession of the bankruptcy court. 
The bankruptcy court will have constructive 
possession of property of the bankrupt held by 
some third party, provided such third party 
makes no adverse claim to it. Moreover, as to 
such property, the bankruptcy court may exer- 
cise its jurisdiction summarily, in many in- 
stances through the use of a turnover order. 

However, in order to secure a turnover order, 
a trustee in bankruptcy must first establish that 
the bankruptcy court has summary jurisdiction 
in the matter. (City of Long Beach et al. v. 
Metcalf (In re F. P. Newport Corporation, Ltd.), 
103 F. (2d) 483 (CCA-9, 1939), cert. den. 308 
U. S. 602. Here, reference must be made to 
Sec. 23 of the Bankruptcy Act (11 USC Sec. 46) 
which provides, in part, that the United States 
district courts shall have jurisdiction of all con- 
troversies at law and in equity, as distinguished 
from proceedings under this act, between re- 
ceivers and trustees as such and adverse claim- 
ants, concerning the property acquired or 
claimed by the receivers or trustees, in the same 
manner and to the same extent as though such 


wage claims which are payable pursuant to 
the provisions of subsections (1) and (2) of 
Section 64a of the Bankruptcy Act.” Where 
possession of such personal property was 
taken prior to the institution of the proceed- 
ing, there is no subordination even though 
the property is subsequently surrendered to 
the bankruptcy court.* Moreover, when the 
property to which the lien attaches is real 


Proceedings had not been instituted and such 
controversies had been between the bankrupts 
and such adverse claimants. Under the. provi- 
sions of this section it has generally been held 
that a receiver or trustee must bring a plenary 
action rather than a summary proceeding to 
determine rights to property where such prop- 
erty is held by a bona fide adverse claimant of 
title or lien who has the actual or constructive 
possession thereof and that under such circum- 
stances a turnover order will not lie. (Cline, 
Trustee in Bankruptcy of Gold Medal Laundries 
Inc. Vv. Kaplan, et al., 323 U. S. 97 (1944); 
Thompson v. Magnolia Petroleum Company et 
al., 309 U. S. 478 (1940); Harrison v. Chamber- 
lin, 271 U. S. 191 (1926); Taubel-Scott-Kitzmiller 
Company, Inc. v. Fox, et al., Trustees in Bank- 
ruptcy of Cowen Hosiery Company, Inc., Bank- 
rupt, 264 U. S. 426 (1924); Stark v. Baltimore 
Soda Fountain Manufacturing Company, Inc., 
185 F. (2d) 398 (CA-4, 1950); Atlanta Flooring 
é& Insulation Company, Inc., et al. v. Russell, 
146 F. (2d) 884 (CCA-5, 1945); Autin v. Piske, 
24 F. (2d) 626 (CCA-5, 1928), cert. den. 277 
U. S. 601; In re Eppstein, 156 F. 42 (CCA-8, 
1907), cert. den., sub nomine, Harper M. Ora- 
hood v. Arthur. M. Eppstein, 209 U. S. 545 (1908). 

Where actual or constructive possession of 
personal property is taken by a collector of in- 
ternal revenue, prior to the institution of a 
Proceeding under the Bankruptcy Act, through 
the use of the warrant-for-distraint procedure, 
it would seem clear that the adverse claim of 
the government with respect to the seized prop- 
erty is bona fide and substantial and its merits 
could only be attacked in a plenary suit. The 
specific issue has been before two courts in 
North Carolina and in each case a decision fa- 
vorable to the government was rendered. The 
first case is In the Matter of Louis Singer et al., 
48-1 ustc f 9126 (DC N. C., 1947), and the second 
case is N. E. Aydlett et al. v. C. H. Robertson 
et al., 48-1 ustc 1 9213 (DC N. C., 1948). In the 
first case the court vacated a restraining order 
and turnover order theretofore entered and the 
collector was permitted to proceed with the dis- 
traint sale of the assets there involved. In 
the second case the collector, following the 
making of jeopardy assessments of federal taxes 
and notice and demand for payment thereof. had 
seized certain property of the taxpayer, includ- 
ing bank accounts, through the levy of warrants 
for distraint. It was held, in effect, that be- 
cause of the federal tax lien the government’s 
right to possession of the property was superior 
to the rights of a receiver in bankruptcy in a 
subsequently instituted bankruptcy proceeding, 
and the court vacated a restraining order which 
had been theretofore entered. The court also 
emphasized the provisions of Code Sec. 3653 
(26 USC Sec. 3653) as prohibiting an order re- 
straining the sale by the collector of the seized 
property. 

The case of City and County of Denver, et al. 
v. Warner, et al., 169 F. (2d) 508 (CCA-10, 1948) 
is also instructive. Here the City and County 
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property, there is no subordination. With- 
out subordination, the valid tax lien should 
be paid in full out of the proceeds of the 
sale of the property subject thereto, dimin- 
ished only by the actual expenses of pre- 
serving and selling the property.” 

Various problems may arise as to what 
constitutes the taking of possession of per- 
sonal property, within the meaning of Sec- 
tion 67c of the Bankruptcy Act, which will 


have the effect of avoiding subordination. 


While the meaning of the words “personal 
property” is not given in the statute, it 
would seem clear that personal property in- 
cludes both tangible and intangible person- 
alty ; otherwise there would be no subordination 
of a statutory lien which attached to intan- 
gible personal property.* Accordingly, 
“possession” must be used in this connection 
as a term sufficiently broad to include both 
actual and constructive possession.” 


The method by which the government 
takes possession of a taxpayer’s personal 
property is covered by the provisions of the 
(Footnote 23 continued) —_ 
of Denver took possession of the warehouse of 


a bankrupt prior to the date he was adjudged 
a bankrupt. Possession was taken, under a dis- 


traint warrant covering delinquent taxes levied ~ 


with respect to certain property within the 
warehouse. The lower court had required this 
property to be turned over to the trustee in 
bankruptcy. In holding that the trustee in 
bankruptcy was required to redeliver the per- 
sonal property covered by the distraint warrant 
to the City and County of Denver, the court 
of appeals made the following statement (p. 
5t2) : 

“We hold that the Bankruptcy Court had no 
summary jurisdiction of the personal property 
in the possession of the City and County of 
Denver and that it could not acquire summary 
jurisdiction by ordering the property taken 
pending decision on the question of its juris- 
diction. Having wrongfully taken possession of 
the property it should be surrendered to the 
adverse claimant.”’ 

*See In re Pennsylvania Central Brewing 
Company (Appeal of Luzerne County et al., 
Appeal of City of Wilkes-Barre), 114 F. (2d) 1010 
(CCA-3, 1940), cert. den. 312 U. S. 685; In re 
Pennsylvania Central Brewing Company, 135 F. 
(2d) 60 (CCA-3, 1943); Byrer v. Bushong (In re 
Snyder et al.), 108 F. (2d) 594 (CCA-4, 1940); 
and Miners Savings Bank of Pittston, Pennsyl- 
vania, et al. v. Joyce, et al., 97 F. (2d) 973 
(CCA-3, 1938). See, also. the case of Ingram v. 
Coos County, Oregon, 71 F. (2d) 889 (CCA-9, 
1934), where a county’s lien claim for taxes on 
personal property was held entitled to priority 
over all other claims except costs of sale in the 
distribution of the proceeds from the sale of the 
property. The general topic of allocation of 
expenses is discussed in Collier on Bankruptcy, 
Vol. 4, 14th Ed., pp. 1604 to 1617, inclusive. 
Recent cases on the general subject include Jn 
re Street, et al., 184 F. (2d) 710 (CA-3, 1950); 
Reconstruction Finance Corporation v. Cohen, 
et al. (In re Burch), 179 F. (2d) 773 (CA-10, 
1950), and In re La Rowe, 91 F. Supp. 52 (DC 
Minn., 1950). 
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Code dealing with distraint proceedings.” 
Code Section 3690 provides that if any per- 
son liable to pay any taxes neglects or re- 
fuses to pay such taxes after notice and 
demand, the collector or his deputy may 
collect the taxes by distraint and sale of 
the “goods, chattels, or effects, including 
stocks, securities, bank accounts, and evi- 
dences of debt” of the delinquent taxpayer. 
Code Section 3692 provides that in the case 
of “neglect or refusal under Section 3690, 
the collector may levy or by warrant may 
authorize a deputy collector to levy upon all 
property and rights to property, except 
such as are exempt,” belonging to the tax- 
payer or on which the lien provided in Code 
Section 3670 exists. Code Section 3710(a) 
provides that any “person in possession of 
property or rights to property, subject to 
distraint, upon which a levy has been made, 
shall, upon demand by the collector or dep- 
uty collector making such levy, surrender 
such property or rights” to property, and 
Section 3710(b) provides a civil penalty for 


% Sec. 70f of the Bankruptcy Act (11 USC 
Sec. 110f) relating to the sale of real and per- 
sonal property permits the sale of all property 
which is transferred to the trustee in bank- 
ruptcy and this includes intangible personalty. 
Collier on Bankruptcy, Vol. 4, 14th Ed., pp. 
1556 to 1558, inclusive. Similarly, there appears 
no reason for limiting the meaning of the words 
‘“‘personal property’’ as used in Sec. 67c of the 
Bankruptcy Act. 

28 Compare the authorities cited in footnote 23. 
The case of City of New York v. Hall, 139 F. 
(2d) 935 (CCA-2, 1944), involved the following 
situation: Shortly before the filing of a petition 
in bankruptcy the city had docketed warrants 
for certain sales taxes in the county clerk’s 
office, but the execution of the warrants by levy 
on and inventory of the taxpayer’s personal 
property and the posting of notices of sale did 
not occur until after the petition in bankruptcy 
had been filed. The court held that payment 
of the city’s lien was subordinated. The court 
stated, in part, that ‘‘possession’’ as used in 
Sec. 67c of the Bankruptcy Act meant some- 
thing more than constructive possession. The 
court further stated (p. 936): ‘‘Whether a lien 
exists within Sec. 67, sub. b, is a question of 
State ‘law’. Whether steps taken pursuant to 
State ‘law’ are sufficient to constitute ‘posses- 
sion’ under 67, sub. c, is a question of federal 
‘law’. That conduct must adequately warn po- 
tential petitioning creditors of the existence of 
the lien. The City’s action did not satisfy that 
test.’” It is believed the court merely meant 
that when personal property capable of being 
possessed is involved, that is, tangible person- 
alty, Sec. 67c requires the taking of actual pos- 
It is not believed the court intended 
to imply that something more than constructive 
possession must be taken of intangible person- 
alty to prevent subordination of the lien attach- 
ing thereto. : 

27 Code Secs. 3690 to 3698, inclusive, and 3710 
to 3717, inclusive (26 USC Secs. 3690 to 3698, 
inclusive, and 3710 to 3717 inclusive). 


















failure to surrender such property or rights 
to property. 


A collector of internal revenue takes ac- 
tual possession when he levies on tangible 
personal property through the use of war- 
rant-for-distraint procedure, since in the 
case of tangible property there can be pos- 
session in fact as well as in legal theory. 
However, in the case of an account receiv- 
able or chose in action in the hands of a 
third party, representing a simple contract 
debt, actual possession of course is impossi- 
ble; constructive possession is the only pos- 
session of intangible property which is 
possible. In the case of an intangible, pos- 
session is a legal concept and is manifested 
only through recognition of legal conse- 
quences.™ Accordingly, the constructive 
possession of intangible personalty which 
has been secured through the use of war- 
rant-for-distraint procedure should be con- 
sidered the equivalent of actual possession. 
of tangible personalty obtained by levy and 
seizure. It is therefore suggested that pos- 
session of personal property within the 
meaning of Section 67c of the Bankruptcy 
Act is effected by the collector of internal 
revenue when he follows established war- 





2 In re Marsters (Herman v. Henley), 101 F. 
(2d) 365 (CCA-7, 1938). 

29 See the authorities cited in footnotes 23 and 
26. See, also, the case of Davis v. City of New 
York, 119 F. (2d) 559 (CCA-2, 1941), in which 
the right of the City of New York to retain 
the proceeds from the sale of property seized 
prior to the institution of a strict bankruptcy 
proceeding was upheld even though the sale 
was held after the bankruptcy proceeding was 
instituted by order of the bankruptcy court. 
Compare the case of New York Credit Men’s 
Association v. Manufacturers Discount Corpo- 
ration, 147 F. (2d) 885 (CCA-2, 1945), which 
involved a question of the summary jurisdiction 
of a bankruptcy court where the trustee in 
bankruptcy sought to obtain possession of ac- 
counts receivable which had been previously 
assigned by the bankrupt. It was said that 
the deciding factor in determining where pos- 
session rests in the case of intangibles is the 
measure of control exercised. 

In connection with the method of accom- 
plishing a levy on an account receivable by 
warrant-for-distraint procedure see G. C. M. 
5432, VIII-I CB 134 (1929). Compare U. S. vw. 
Bank of United States et al., 1934 CCH Standard 
Federal Tax Reports § 9099, 5 F. Supp. 942 
(DC N. Y.); U. 8. v. O'Dell, 47-1 ustc { 9190, 
160 F. (2d) 304 (CCA-6); and Givan v. Cripe et 
al., 51-1 ustc § 9169, 187 F. (2d) 225 (CA-7). 

% See authorities cited in footnotes 9 and 10. 

31 See U. S. v. Reese et al. (People of State 
of Illinois v. U. 8. et al.), 131 F. (2d) 466 
(CCA-7, 1942); and MacKenzie v. U. S8., cited 
at footnote 3. 

2 U, S. v. City of Greenville, et al. (U. S. v. 
Woodside, et al.), cited in footnote 3. 

%3 While the federal tax lien arising by virtue 
of the provisions of Code Sec. 3670 and fol- 
lowing is not denominated a first or paramount 
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rant-for-distraint procedure in taking actual 
possession of tangible personalty and con- 
structive possession of intangible person- 
alty.” 


Questions of priority as between federal 
tax and other liens, of course, arise. As has 
already been indicated, it is believed the 
federal tax lien probably is subject to the 
rule of “first in time, first in right” as 
against other liens “which are considered 
equally specific and perfected.” It has been 
logically contended, in my opinion, that if 
the government has a valid tax lien which 
arose prior to bankruptcy, such lien is prior 
to other subsequently perfected liens, even 
though such subsequently perfected liens 
were inchoate prior to the date the govern- 
ment’s lien arose." This contention is, in 
part, based upon the argument that the 
government acquires an interest in the prop- 
erty through its federal tax lien™ and that 
such interest cannot be divested by the sub- 
sequent perfection of liens by other credi- 
tors.” In further support of this argument 
an analogy has been drawn between this 
situation and the situation in cases involving 
Section 3466 of the Revised Statutes of the 
United States * where taxes or other debts 





lien, the supremacy-of-law clause of the Con- 
stitution operates to prevent the displacement 
of such lien through the operation of state 
legislative or judicial power. U. 8S. v. Snyder, 
cited at footnote 14; Michigan et al. v. U. S., 
cited at footnote 11, at p. 340; and Detroit Bank 
(formerly Detroit Savings Bank) v. U. 8., cited 
at footnote 10. It may be observed that the 
federal tax-lien statute could be construed as 
making the federal tax lien paramount over 
earlier liens or encumbrances which are not 
held by persons in the classes protected by 
Code Sec. 3672. Cf. New York Terminal Com- 
pany v. Gaus, 98 N. E. 11 (1912), motion for 
reargument denied 98 N. E. 1109 and 104 N. E. 
1135. <A collection of cases dealing with the 
priority over existing liens of statutory liens 
upon real property for personal property taxes 
will be found in 47 A. L. R. 378. 

3431 USC Sec. 191. Sec. 3466 of the Revised 
Statutes of the United States provides, in part, 
that ‘‘whenever any person indebted to the 
United States is insolvent, . the debts due 
to the United States shall be first satisfied ....’’ 
Taxes due the United States are debts within 
the meaning of this provision. Price v. U. S., 
1 ustc § 158, 269 U. S. 492 (1926); Stripe et al. v. 
U. S., 1926 CCH Standard Federal Tax Reports 
1 7046, 269 U. S. 503; and U. S. v. Butterworth- 
Judson Corporation, 1 ustc § 159, 269 U. S. 504 
(1926). However, in order for the statute to 
apply, there must first exist insolvency, and the 
insolvency must have been manifested in one 
of the modes pointed out in the statute, that 
is, by (a) a voluntary assignment, (b) the 
attachment of the effects of an absconding, 
concealed or absent debtor or (c) the commis- 
sion of an act of bankruptcy. (Bramwell v. 
United States Fidelity & Guaranty Company, 
269 U. S. 483 (1926), and U. S. v. State of 
Oklahoma, 261 U. S. 253 (1923).) Such insol- 


due the United States, even though unsup- 
ported by a lien, have consistently been held 
by the Supreme Court to be superior to 
competing claims which, at the time the 
federal priority arose, were secured only by 
inchoate liens.* 


The recent case of U. S. v. Security Trust 
& Savings Bank, Executor, et al. supports 
the contention just set forth. In this case 
an attachment had been levied on several 
parcels of real property in California in 
connection with an action against the owner 
on a promissory note. Thereafter, assess- 
ment lists covering various items of federal 
taxes due by the owner were received by 
the collector of internal revenue, and notices 
of federal tax lien were filed. Subsequently, 
judgment was rendered in favor of the at- 
taching creditor. It was held that the fed- 
eral tax lien was payable ahead of the 
attaching creditor’s claim. Even though this 
decision did not involve a bankruptcy pro- 
ceeding, it is believed that the Supreme 
Court has thereby refuted, in principle, the 
reasoning of decisions which do not support 
the proposition that a valid federal tax lien 
arising before bankruptcy is entitled to pri- 


ority over subsequently perfected liens, even | 


though such subsequently perfected liens 


were inchoate prior to the date the federal 
tax lien arose.” 


One of the problems in connection with 
the marshaling of assets as between com- 


(Footnote 34 continued) 

vency need not appear at the inception of the 
proceeding. Subsequent insolvency is sufficient 
under the statute. See, in addition to the cases 
previously cited, Hatch v. Morosco Holding 
Company, Inc., 3 ustc § 1004, 61 F. (2d) 944 
(1932), cert. den., sub nomine, Irving Trust 
Company v. U. S., 288 U. S. 613 (1933). 

A voluntary assignment includes not only an 
assignment for the benefit of the creditors of 
an insolvent debtor but also situations where 
an insolvent debtor seeks or cooperates to 
secure the appointment of a receiver or con- 
sents to the appointment of a receiver. (Bram- 
well v. United States Fidelity & Guaranty 
Company; Price v. U. 8.; U. 8. v. Butterworth- 
Judson Corporation; Mellon v. Michigan Trust 
Company, 271 U. S. 236 (1926); and U. S. wv. 
Emory et al., 314 U. S. 423 (1941).) 

Attachment of the effects of an absconding, 
concealed or absent debtor seems self-explana- 
tory. 

The commission of an act of bankruptcy 
would apparently include the commission of 
any one of the acts set out in Sec. 3 of the 
Bankruptcy Act (11 USC Sec. 21) and there 
described as acts of bankruptcy. 

Sec. 3466 of the Revised Statutes of the United 
States does not apply to a strict bankruptcy 
proceeding to change the distributive scheme 
outlined in the Bankruptcy Act. (Guarantee 
Title & Trust Company, Trustee of Pittsburgh 
Industrial Iron Works, Bankrupt v. Title Guar- 
anty & Surety Company, 224 U. S. 152 (1912). 
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peting liens which may arise by reason of 
the operation of the subordination provision 
of Section 67c of the Bankruptcy Act can 
be illustrated by assuming that the compet- 
ing liens are federal and state tax liens and 
by considering three possible situations, 
namely, (1) the situation where the personal 
property subject to federal and state tax 
liens has not been reduced to possession 
by either taxing agency prior to the institu- 
tion of the proceeding; (2) the situation 
where the personal property subject to fed- 
eral and state tax liens was reduced to 
possession by the state taxing authority 
prior to the institution of the proceeding 
but the property was nevertheless turned 
over to the bankruptcy court for sale and 
disposition of the proceeds from such sale; 
and (3) the situation where personal property 
subject to federal and state tax liens was 
reduced to possession by the collector of 
internal revenue prior to the institution of 
the proceeding through the use of the war- 
rant-for-distraint procedure but the property 
was nevertheless turned over to the bank- 
ruptcy court for sale and disposition of the 
proceeds from such sale. 


. In the first situation, both the federal and 
state tax liens are required to be subordi- 
nated in payment to expenses of administra- 
tion and wage claims. Accordingly, the 
assets available for distribution under these 
circumstances should first be used to pay 


See, also, Davis, Federal Agent for Claims Due 
in Operation of Atlantic Coast Line Railroad v. 
Pringle, Trustee in Bankruptcy of Estate of 
Boyd Company, Inc. (Davis, Federal Agent for 
Claims Due in Operation of Seaboard Air Line 
Railway Company v. Pringle, Trustee in Bank- 
ruptcy of Estate of Boyd Company, Inc.) (Bor- 
land v. U. 8.), 268 U. S. 315 (1925). Cf. Cook 
County National Bank v. U. S8., 107 U. S. 445 
(1882).) However, it is because of Sec. 3466 that 
Sec. 64a (5) of the Bankruptcy Act (11 USC Sec. 
104a (5)) covers debts due the United States 
other than taxes. 

% County of Spokane, Washington, et al. v. 
U. 8., 1 ustc { 387, 279 U. S. 80 (1929); New 
York v. Maclay et al., 288 U. S. 290 (1933); 
U. S. v. Knott, et al., 298 U. S. 544 (1936); U. S. 
v. Texas et al., 314 U. S. 480 (1941); U. S. wv. 
Waddill, Holland & Flinn, Inc., et al., 45-1 ustc 
1 9126, 323 U. S. 353; Illinois ex rel. Gordon v. 
U. 8., 328 U. S. 8 (1946); and Illinois ex rel. 
Gordon v. Campbell, 329 U. S. 362 (1946). 

36 Cited at footnote 6. 

37 These decisions include Adams v. O’Malley, 
50-2 ustc § 9349, 182 F. (2d) 925 (CA-8); In re 
Taylorcraft Aviation Corporation (U. 8S. v. Mar- 
tin Fireproofing Corporation) and U. 8. wv. 
Sampsell et al., cited at footnote 11; Claude D. 
Reese, Inc. v. U. 8: ex rel. Collector of Internal 
Revenue et al., 35-1 ustrc § 9126, 75 F. (2d) 9 
(CCA-5); In re Van Winkle, 49 F. Supp. 711 
(DC Ky., 1943); and Board of Supervisors of 
Louisiana State University et al. v. Hart et al., 
26 So. (2d) 361 (La., 1946). 
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such expenses of administration and wage 
claims and the balance should then be dis- 
tributed to the federal and state tax-lien 
claimants according to the respective pri- 
ority as between the liens, applying the 
doctrine of “first in time, first in right.” 

The second and third situations already 
outlined involve the identical principle, since 
the only difference between them is the 
identity of the taxing agency which took 
possession. Under these circumstances it is 
suggested that the marshaling should be 
done in a manner which will give due 
recognition to the doctrine of “first in time, 
first in right” as applied between competing 
lien claims of equal dignity, and at the same 
time subordinate only the tax lien on per- 
sonal property unaccompanied by posses- 
sion to expenses of administration and wage 
claims. The following example will illus- 
trate my point: 


Assume that the trustee in bankruptcy 
has available $5,000 for use in paying (a) 
expenses of administration in the amount of 
$1,000, (b) wage claims in the amount of 
$1,500, (c) a federal tax lien in the amount 
of $4,000 which arose on and became per- 
fected as of January 1, 1950, and (d) a state 
tax lien in the amount of $3,000 which arose 
on and became perfected as of February 1, 
1950. Assume, further, that the federal tax, 
lien was unaccompanied by possession, 


whereas the state tax lien was accompanied 
by possession of the personal property. It 





38 42 F. Supp. 450 (DC Ga., 1942). That the 
claimant whose lien is accompanied by posses- 
sion may be subordinated to a prior lienor who 
may have been less diligent appears immate- 
rial, since the fact that action is not taken to 
enforce a prior lien until a subsequent lien has 
been obtained and carried into execution does 
not destroy the priority of the first lien. 
(Rankin & Schatzell, Plaintiffs in Error, Against 
Scott, Defendant in Error, 12 Wheat. 177 (1827); 
Ginder v. Guiffrida, 62 F. (2d) 877 (CA of DC, 
1932). 

3% Ferris v. Chic-Mint Gum Company, 124 Atl. 
577 (Del. Ch. Ct., 1924). 

” The case has been attacked. directly and 
indirectly. The Supreme Court in the case of 
County of Spokane, Washington, et al. v, U. 8., 
cited at footnote 35, referred to the Chic-Mint 
Gum case as follows: ‘‘Without concurring in 
the conclusion of the Chancellor, it is enough 
to say that, as there is no such third creditor 
here, the case is not in point. Moreover, it is 
contended by the Government that the relative 
priorities could have been maintained in that 
case by setting apart sufficient funds to pay the 
mortgage before paying the Federal taxes and 
then providing for payment of the state tax out 
of the sum so set apart.’’ In the case of C. D. 
Hopkins v. Eureka Coal Company et al., 44-1 
ustc J 9320, 33 A. F. T. R. 1627 (Cir. Ct., Kana- 
wha County, West Virginia), the Chic-Mint Gum 
case was not followed. Instead, the court 
adopted a method of marshaling consistent with 
the above-quoted statement from the Supreme 


is suggested that the proper method of dis- 
tribution would be to set aside $4,000 out 
of the $5,000 available for distribution to 
represent the federal tax lien, which is first 
in point of time, and to set aside the re- 
maining $1,000 for payment of the state tax 
lien, since that is second in point of time. 
However, under the stated facts, payment 
of the state tax lien would not be subordi- 
nated in payment to expenses of adminis- 
tration and wage claims, whereas payment 
of the federal tax lien would be so subordi- 
nated. Therefore, the expenses of admin- 
istration and wage claims in the respective 
amounts of $1,000 and $1,500 would be paid 
out of the $4,000 set aside for the federal 
tax lien. Therefore, of the $4,000 represent- 
ing the federal tax lien, the federal govern- 
ment would retain only $1,500. 


This solution of the problem of circuity 
of liens is supported by the case of In re 
Empire Granite Company, Inc.,* and is believed 
superior to the type of solution offered by 
such a case as the Chic-Mint Gum case.® In 
the Chic-Mint Gum case a mortgage lien was 
ahead of a federal tax lien and the federal 
tax lien was ahead of a state tax lien, while 
under state law the state tax lien was para- 
mount over the mortgage. The Delaware 
Chancery Court, which decided the Chic- 
Mint Gum case, held that under these cir- 
cumstances the state tax lien was entitled 
to be paid ahead of the federal tax lien.® 
This approach to the problem fails to give 


Court’s opinion in the Spokane County case. 
Moreover, the case of In re Mitchell’s Restau- 
rant, Inc., 49-2 utsc { 9332, 67 Atl. (2d) 64 (Del. 
Ch. Ct.), indicates that the doctrine of the Chic- 
Mint Gum case has been emasculated to some 
extent in Delaware. 


It will be noted, however, that in the case 
of City of New Orleans v. Harrell, 134 F. (2d) 
399 (CCA-5, 1943), the court apparently took 
the view that by reason of the provisions of 
Sec. 67c of the Bankruptcy Act, a city tax lien, 
admittedly subordinate to expenses of adminis- 
tration and wage claims (because unaccom- 
panied by possession at the institution of the 
proceeding), thereby automatically became sub- 
ordinated to chattel mortgage liens which were 
otherwise inferior to the tax lien. This conclu- 
sion is criticized in Collier on Bankruptcy, Vol. 
4, 1950 Supplement, 14th Ed., pp. 17 and 18, 
where it is pointed out that if the ‘‘City had a 
valid lien which primed the chattel mortgage 
liens it should not lose that precedence by 
bankruptcy . . . although its prior lien would 
be subordinated to the first and second priori- 
ties of Sec. 64a.”’ 


The circuity problem was also involved in the 
case of U. S. v. Texas et al., cited at footnote 35, 
in which it was held that payment of certain 
federal tax claims should be made ahead of tax 
claims of the State of Texas by reason of the 
application of the provisions of Sec. 3466, United 
States Revised Statutes (31 USC Sec. 191). As 
a result of this decision, the federal taxes ap- 
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proper recognition to the doctrine of “first in 
time, first in right” as between competing 
liens of equal dignity. 


Once a federal tax lien has attached to 
property, problems often arise concerning 
its removal. This is particularly true where 
real property is involved. 


Congress has provided methods by which 
property may be relieved from the effect of 
a federal tax lien either through specific 


(Footnote 40 continued) 

parently were paid ahead of the claim of the 
holder of a chattel mortgage and note executed 
prior to the time when the federal taxes were 
assessed. 

In this case the District Court of Gregg 
County, Texas, had appointed a receiver for the 
taxpayer’s property at the instance of a chattel 
mortgagee. Both the, United States and the 
State of Texas intervened with claims for gaso- 
line taxes. In the trial court the mortgages 
were required to be paid first and, as between 
the federal and state tax claims, it was held that 
the federal taxes were entitled to priority by 
reason of Sec. 3466. On appeal, the Court of 
Civil Appeals for the Second District of Texas, 
in a decision reported sub nomine, State et al. v. 
Nix et al., 188 S. W. (2d) 924 (1940), held that 
since the Texas statute placed the state gasoline 
tax ahead of prior mortgages, the proper order 
of distribution was to pay the state first, then 


the mortgagee and, finally, the United States. - 


This decision was based upon answers given by 
the Supreme Court of Texas to questions pre- 
viously certified to that court by the Court of 
Civil Appeals for the Second District of Texas 
(State et al. v. Nix et al., 133 S. W. (2d) 963 
(1939)), the reasons for the opinion of the Su- 
preme Court of Texas being more fully stated in 
the case of State v. Wynne et al., 133 S. W. 
(2a) 951 (1939). The Supreme Court granted 
the petition of the United States for certiorari, 
pointed out that no question as to the rights of 
the mortgagee had been raised and, accordingly, 
confined itself to the question of the relative 
priority of the tax claims of the United States 
and of Texas. The Supreme Court recognized, 
as authoritative propositions of state law, that 
(a) the provisions of applicable Texas statutes 
declare that state gasoline taxes shall be a pre- 
ferred lien, ‘‘first and prior to all other... 
liens’? upon all of the property of a distributor 
devoted to or used in his business as a distrib- 
utor, as distinguished from his property gener- 
ally: and (b) under state law the general 
provisions covering the levy, seizure and sale of 
the property of a delinquent taxpayer are not 
applicable in enforcing collection of the gaso- 
line taxes. Nevertheless the Supreme Court held 
that the lien of the State of Texas was not spe- 
cific and perfected because (1) the amount of 
the gasoline tax claim was unliquidated or un- 
certain, since the amount of the taxes due was 
left for court determination; and (2) the desig- 
nation of property as that devoted to or used 
in the business of the distributor was neither 
specific nor constant. The Court then concluded 
its opinion with the following statement: 

“We are not now called upon to decide 
whether the chattel mortgages held by Dailey 
are entitled to priority over the claim of the 
United States. We hold only that the tax claim 
of the United States is entitled to priority over 
the tax claim of Texas. The case is remanded 
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types of judicial proceedings or through 
specific administrative action. 

The release of a federal tax lien or the 
discharge of property from the effect of a 
federal tax lien may be accomplished 
through administrative processes by follow- 
ing the provisions of Code Sections 3673 
and 3674“ and the regulations applicable 
thereto.” The release of a federal tax lien 


will operate completely to extinguish the 


to the Court of Civil Appeals for proceedings 
not inconsistent with this opinion.’’ 

On remand, the Court of Civil Appeals for 
the Second District of Texas directed that the 
federal tax claim be first paid, leaving nothing 
to be paid either to the state or to the holder 
of the mortgage. (State et al. v. Nix et al., 159 
S. W. (2d) 214 (1942).) The court of civil ap- 
peals stated, in part, as follows (p. 215): 

“The U. S. Supreme Court has held... the 
claim of Dailey not being before it for deter- 
mination, that as between the Federal Govern- 
ment and the State of Texas, the judgment of 
the Federal Government has priority over that 
of the State of Texas. It has thus been deter- 
mined by the State Supreme Court that Dailey’s 

. Claim is inferior to that of the State of 
Texas, and the U. S. Supreme Court has held 
that the State’s claim is inferior to that of the 
Federal Government. The funds in the treasury 
of the trial court are insufficient to satisfy the 
judgment in favor of the Federal Government 
and no necessity arises for apportioning any 
deficit after payment of the judgment due the 
Federal Government. 

‘“‘No reason exists why the cause should be 
remanded to the trial court, and we therefore 
affirm that part of the judgment entered in favor 
of each of the interveners .... That part of 
the judgment giving priority to the State of 
Texas over the Judgment in favor of the Fed- 
eral Government will be reformed and priority 
will be given to the latter over the former. The 
trial court is directed to apply the funds now 
in its treasury (after payment of costs unpaid 
by the receiver and payment to the receiver of 
$75) to the partial payment of the judgment in 
favor of the Federal Government. 

“In this appeal, both Howard Dailey and the 
State have lost as against the Federal Govern- 
ment: the State has prevailed over Dailey... .’’ 

While the actual result reached, after deter- 
mination of the case on remand, would appear 
similar to that which could have been reached 
by using an approach comparable to that used 
in the Chic-Mint Gum case, that is, reasoning 
that the United States is ahead of the state and 
the state is paramount to the chattel mortgagee 
and, therefore, the United States comes first, it 
will be noted that there was no endeavor to 
assert this position. The Supreme Court does 
not indicate any disagreement with the method 
of marshaling mentioned in the quotation from 
the County of Spokane case already set forth 


herein but simply ruled on the sole issue before 


it, namely, the question of pribrity as between 
the United States and the State of Texas in the 
light of Sec. 3466. 


41 296 USC Secs. 3673 and 3674. 


“See T. D. 4275, VIII-2 CB 167 (1929), as 
amended by T. D. 4591, XIV-2 CB 265 (1935); 
and T. D. 4446, XIII-2 CB 578 (1934), which 


(Footnote continued on following page) 
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lien, whereas the discharge of property from 
the effect of a lien simply means that cer- 
tain specifically described realty or person- 
alty subject to a federal tax lien is no longer 
burdened by such lien, but the lien itself 
continues in full force and effect, and re- 
mains an encumbrance upon all other prop- 
erty to which it has or to which it may 
become legally attached. 


A collector of internal revenue may issue 
a certificate of release of a federal tax lien 
if he finds that the liability for the amount 
assessed,” together with all interest in re- 
spect thereof, has been satisfied or has 
become unenforceable by reason of lapse of 
time,“ or if a prescribed bond is furnished 
the collector.“ A _ certificate discharging 
property from the effect of a federal tax 
lien may be issued if the collector charged 
with an assessment in respect of any tax “ 
finds that the fair market value of the prop-. 
erty remaining subject to the lien is at least 
double the amount of the liability remaining 
unsatisfied in respect to such tax and the 
amount of all prior liens upon such prop- 
erty,” or if there is paid over to the collec- 
tor, in part satisfaction of the tax liability, 
an amount which is not less than the value 
of the interest of the United States in the 
property sought to be discharged from the 
effect of the federal tax lien.® 


Provision is made for the United States 
to institute a civil action to enforce a fed- 
eral tax lien upon any property and rights 
to property of a delinquent taxpayer.” In 
such a proceeding, the rights of all persons 
having liens upon or claiming any interest 
in such property or rights to property can 
be determined and a judicial sale effected 
which will result in the discharge of the 
property or rights to property from the effect 


(Footnote 42 continued) 
contain regulations relative to the subject. These 
Treasury decisions were promulgated prior to 
the issuance of the Code and, accordingly, their 
language relates to the portions of Sec. 3186, 
Revised Statutes of the United States, which 
were carried forward into the Code as Secs. 
3673 and 3674 thereof. T. D. 4885, 1939-1 (Part 
1) CB 396, makes the provisions of the afore- 
mentioned Treasury decisions applicable to Code 
Secs. 3673 and 3674. 

*8The amount assessed may include interest 
and penalties since various sections of the Code 
provide for the assessment of interest and pen- 
alties under specified conditions. See, for ex- 
ample, Code Secs. 291, 292, 293, 294 and 297 (26 
USC Secs. 291, 292, 293, 294 and 297). 


44 Code Sec. 3673 (a) (26 USC Sec. 3673 (a)). 

48 Code Sec. 3673 (b) (26 USC Sec. 3673 (b)). 

46 The assessment in respect of any tax may 
include interest and penalties, since various 
sections of the Code provide for the assessment 
of interest and penalties under specified condi- 
tions. See, for example, Code Secs. 1420 (b), 





of the federal tax lien. In addition, two 
judicial procedures are available by which 
an interested party other than the United 
States may take the initiative in accomplish- 
ing the same result. These alternative 
judicial procedures are provided by statutes 
which manifest the consent of the sovereign 
to be made a party in connection with spe- 
cific litigation. The statutes in question are 
Internal Revenue Code Section 3679” and 
Section 2410 of the Judicial Code.” 


Code Section 3679 in essence provides for 
a request that the Commissioner of Internal 
Revenue file a civil action to enforce the 
existing federal tax lien and permits the 
party making the request to institute a 
proceeding to clear title to the property in- 
volved (a) after the Commissioner refuses 
the request or (b) after six months during 
which no action has been taker on the re- 
quest by the Commissioner. The procedure 
is somewhat slow, relates only to realty and 
is not used too extensively at the present 
time. Instead, the second method outlined 
by the provisions of Section 2410 of the Judi- 
cial Code is usually used for the purpose 
of quieting title to or for the forecloseure 
of a mortgage or a lien upon real or per- 
sonal property where the United States may 
have or claim a federal tax lien upon the 
real or personal property involved. Under. 
this statute the consent of the United States 
is given to be named a party defendant in 
any suit instituted in any state court having 
jurisdiction of the subject matter, as well 
as in any suit instituted in any federal dis- 
trict court for the purpose already stated. 
The statutory requirements must, of course, 
be strictly followed since they constitute the 
terms of the consent of the United States 
to be sued.” 


1631, 3612 (d) and (e) and 3655 (26 USC Secs. 
1420 (b), 1631, 3612 (d) and (e) and 3655). 
47 Code Sec. 3674 (a) (26 USC Sec. 3674 (a)). 


48 Code Sec. 3674 (b) (26 USC Sec. 3674 (b)). 
The Commissioner of Internal Revenue is re- 
quired to determine the acceptable amount to 
be paid and, in making his determination, will 
give consideration to the fair market value of 
the property to be discharged and to such liens 
thereon as are prior to the lien of the United 
States. ; 

4# Code Sec. 3678 (26 USC Sec. 3678). 


50 296 USC Sec. 3679. The provisions of this stat- 
ute had their origin in 1926 when Sec. 3207 of 
the Revised Statutes of the United States was 
amended by the addition of subsection (b), 
giving leave to make the United States a party 
to a suit affecting its lien. 

5128 USC Sec. 2410.. This alternative method 
for the removal of the federal tax lien was first 
provided by the Act of March 4, 1931, 46 Stat. 
1528. 

52 Metropolitan Life Insurance Company v. 
U. 8., cited at footnote 5. The collector of in- 
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It appears that the procedures outlined 
in the various statutes relative to the re- 
moval of the effect of federal tax liens must 
be strictly followed or all the taxpayer’s 
efforts to eliminate a federal tax lien will 
be love’s labor lost. The case of Metropoli- 
tan Life Insurance Company v. U. S.® illus- 
trates this doctrine. This case involved 
mortgages which were in being prior to 
federal tax liens. Pursuant to the power of 
sale in the mortgages, the properties sub- 
ject thereto were sold and bought in by 
the mortgagee. The government was not 
a party to the proceedings and did not con- 
sent to or ratify the sale. Thereafter, the 
mortgagee instituted suit, under what is 
now Code Section 3679, praying that the 
lien of the United States be declared extin- 
guished. It was held, in substance, that the 
federal statutes create specific liens for 
taxes and, as a corollary, give a specific 
remedy for their removal and that when 
such liens once attach, they may be lifted 
only as provided by such statutes. There- 
fore, the court held that it could not dis- 
charge the federal tax lien by decree but 
could only order the property sold free and 
clear from liens and apply the proceeds 


from the sale first on the mortgages and: 


second on the tax lien of the United States.™ 


The application of these observations in 
connection with a strict bankruptcy pro- 
ceeding will be apparent when it is considered 
that a bankruptcy court often offers to sell 
property free and clear from all liens, in- 
cluding federal tax liens, the liens to attach 
to the proceeds from the sale. Suppose, in 
a given case, that property subject to fed-: 
eral tax liens is sold through the processes 
of the bankruptcy court, but the items of 
federal taxes secured by the liens have not 
been paid in full.” In such a situation, 


(Footnote 52 continued) 
ternal revenue is not a proper party defendant 
in any suit covered by this statute. (C2zieslik v. 
Burnet, et al., 1932 CCH Standard Federal Tax 
Reports { 9046, 57 F. (2d) 715 (DC N. Y.); 
Stafford Mills v. White, 41 F. (2d) 58 (DC 
Mass., 1930); and Maryland Casualty Company 
v. Charleston Lead Works, et al., 1928 CCH 
Standard Federal Tax Reports { D-8246, 24 F. 
(2d) 836 (DC S. C.).) 

88 Cited at footnote 5. 

See, also, the authorities cited in footnote 52. 

It will be noted that Sec. 17a (1) of the 
Bankruptcy Act provides, in part, that a dis- 
charge in bankruptcy does not relieve a tax- 
payer of his liability for a debt due as a tax 
levied by the United States. This section of the 
statute applies specifically to a proceeding insti- 
tuted under (1) Chapter XI of the Bankruptcy 
Act (Arrangements), (2) Chapter XII of the 
Bankruptcy Act (Real Property Arrangements 
by Persons Other than Corporations) or (3) 
Chapter XIII of the Bankruptcy Act (Wage 
Earners’ Plans). See Secs. 371, 476 and 660 of 
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there has certainly not been effected either 
a release of the federal tax lien or the dis- 
charge of the property from the effect of 
the federal tax lien through administrative 
action. Furthermore, the bankruptcy sale 
probably is not the type of judicial sale for 
which provision is made by Code Section 
3679 or by Section 2410 of Title 28 of the 
United States Code.” 


Of course, a purchaser at a bankruptcy 
sale may rely upon the doctrine enunciated 
in the case of Van Huffel v. Harkelrode, 
Treasurer," for assistance. In that case it 
was held that the bankruptcy court has the 
inherent power to order sales of property 
under its control free and clear from state 
tax liens. It is believed that the power to 
sell free and clear from federal tax liens is 
also inherent in the bankruptcy court and 
that, therefore, the purchaser at such a sale 
will receive the property purchased free and 
clear from federal tax liens. Nevertheless, 
title companies are sometimes extremely 
cautious about insuring or guaranteeing the 
title to real property purchased at a sale 
conducted by the bankruptcy court and may 
require the purchaser to take some action 
to bring about the elimination of the effect 
of the federal tax lien, either through ad- 
ministrative action or judicial proceedings.: 
In such a situation, that is, where the bank- 
ruptcy court has sold property free and 
clear from federal tax liens, the liens to 
attach to the proceeds from the sale, it 
often becomes evident that the amount 
which the government receives when the bank- 
ruptcy court distributes the proceeds from the 
sale is equivalent to the government’s in- 
terest in the property sold. If the purchaser 
is able to make a showing to that effect, 
there would appear to be no reason why he 
should not endeavor to secure the discharge 


the Bankruptcy Act (11 USC Secs. 771, 876 and 
1060). It is also believed applicable with 
respect to proceedings instituted under the 
provisions of Sec. 75 of the Bankruptcy Act 
dealing with agricultural compositions and ex- 
tensions. See subdivisions (n) and (s) of Sec. 
75 of the Bankruptcy Act (11 USC Secs. 203 (n) 
and (s)). However, the provisions of this sec- 
tion of the statute do not appear applicable in 
connection with railroad reorganization or cor- 
porate reorganization proceedings. See Secs. 77 
(f) and 228 of the Bankruptcy Act (11 USC 
Secs. 205 (f) and 628). 

56 See Collier on Bankruptcy, Vol. 4, 14th Ed., 
p. 1554 and following, for a discussion of the dis- 


-tinctions between sales in a bankruptcy liqui- 


dation and the usual federal judicial sales. See 
28 USC Sec. 2410(c) for certain particular pro- 
visions applicable to sales under the provisions 
of that statute. 

37284 U. S. 225 (1931). See, also, In re 
Beardsley, 38 F. Supp. 799 (DC Md., 1941). Cf. 
Goggin v. Division of Labor Law Enforcement 
of California, 49-1 ustc { 9142, 336 U. S. 118. 
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of the property in question from the effect 
of federal tax liens pursuant to the provi- 
sions of Code Section 3674(b) and the regu- 
lations applicable thereto. 


So much for federal tax liens in a bank- 
ruptcy proceeding. 


Part Il 


The second topic I should like to discuss 
is whether a trustee in bankruptcy for a 
corporation should file a federal income tax 
return when he realizes income but his 
activities are restricted to those necessary 
in liquidating the assets which he is admin- 
istering. 

Code Section 52(a)™ is generally consid- 
ered the statute to be applied in such a 
situation, since a part thereof contains direc- 
tions to the effect that in cases where re- 
ceivers, trustees in bankruptcy or assignees 
are operating the property or business of 
corporations, such fiduciaries shall make re- 
turns for such corporations in the same 
manner and form as corporations are re- 
quired to make returns and that any tax 
due on the basis of such returns shall be 
collected in the same manner as if collected 
from corporations of whose business or 


property they have custody and control.” 
The important point to be determined is 
whether operating the property or business 
includes the liquidation of such property or 


58 26 USC Sec. 52 (a). 

® The applicable portion of Code Sec, 52 (a) 
reads as follows: 

“In cases where receivers, trustees in bank- 
ruptcy, or assignees are operating the property 
or business of corporations, such receivers, trus- 
tees, or assignees shall make returns for such 
corporations in the same manner and form as 
corporations are required to make returns. Any 
tax due on the basis of such returns made by 
receivers, trustees, or assignees shall be col- 
lected in the same manner as if collected from 
the corporations of whose business or property 
they have custody and control.’’ 

The efficacy of such a provision to impose the 
corporate tax upon the individual trustee of a 
bankrupt corporation is recognized by the case 
of Reinecke v. Gardner, 5 ustc { 1379, 277 U. S. 
239 (1928). . 

© Regs. 111, Secs. 29.52-1 and 29.52-2, promul- 
gated under the income tax provisions of the 
Code for years beginning after December 31, 
1941. Regs. 111, Sec. 29.52-2, reads as follows: 


‘Returns by Receivers.—Receivers, trustees 
in dissolution, trustees in bankruptcy, and 
assignees, operating the property or business of 
corporations, must make returns of income for 
such corporations. If a receiver has full custody 
of and control over the business or property of a 
corporation, he shall be deemed to be operating 
such business or property within the mean- 
ing of § 52, whether he is engaged in carry- 
ing on the business for which the corporation 
was organized or only in marshaling, selling, 
and disposing of its assets for purposes of liqui- 
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business. The phrase itself is not defined in 
Code Section 52(a). 

The Treasury regulations applicable to 
Code Section 52(a)® provide, in part, that 
the receiver, trustee or assignee stands in 
the place of the corporate officers and is 
required to perform all the duties and as- 
sume all the liabilities which would devolve 
upon the officers of the corporation were 
they in control. In addition, such regula- 
tions contain language defining the phrase 
“operating the property or business” which 
was first promulgated in the Regulations 
applicable to the Revenue Act of 1934." 
This defining language is found in the pro- 
vision that if a “receiver has full custody 
of and control over the business or property 
of a corporation, he shall be deemed to be 
operating such business or property within 
the meaning of Code Section 52, whether 
he is engaged in carrying on the business 
for which the corporation was organized 
or only in marshaling, selling and disposing 
of its assets for purposes of liquidation.” 
Code Section 52(a) has been re-enacted by 
Congress several times without substantial 
change while these regulations have been 
in effect, and it is well settled that Treasury 
regulations long continued without essential 
change, which apply to unamended or substan- 
tially re-enacted statutes, are deemed to have 
received Congressional approval and, there- 
fore, should be given the effect of law.” 


dation. Notwithstanding that the powers and 
functions of a corporation are suspended and 
that the property and business are for the time 
being in the custody of the receiver, trustee, or 
assignee, subject to the order of the court, such 
receiver, trustee, or assignee stands in the place 
of the corporate officers and is required to per- 
form all the duties and assume all the liabili- 
ties which would devolve upon the officers of 
the corporation were they in control. (See §§ 274 
and 298 and §§ 29.274-1 and 29.274-2.) A re- 
ceiver in charge of only part of the property 
of a corporation, however, as, for example, a 
receiver in mortgage foreclosure proceedings 
involving merely a small portion of its property, 
need not make a return of income.”’ 


1 Regs. 86, Art. 52-2, promulgated under the 
income tax provisions of the Revenue Act of 
1934. Succeeding regulations contain identical 
language. Regs. 94, Art. 52-2, promulgated un- 
der the income tax provisions of the Revenue 
Act of 1936; Regs. 101, Art. 52-2, promulgated 
under the income tax provisions of the Revenue 
Act of 1938; Regs. 103, Sec. 19.52-2, promulgated 
under the income tax provisions of the Code 
(relating to the years 1939 to 1941, inclusive): 
and Regs. 111, Sec. 29.52-2, promulgated under 
the income tax provisions of the Code (relat- 
ing to years subsequent to 1941). 

*&U, §. v. Dakota-Montana Oil Company, 3 
ustc { 1067, 288 U. S. 459 (1933); U. S. vw. 
Safety Car Heating & Lighting Company, 36-1 
ustc § 9042, 297 U. S. 88; Old Mission Portland 
Cement Company v. Helvering, 35-1 ustc { 9009, 
293 U. S. 289; Helvering v. Winmill, 38-2 ustc 
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It therefore seems reasonable to interpret 
Code Section 52(a), in the light of existing 
.regulations, as requiring trustees liquidating 
corporations in bankruptcy to make returns 
for income tax purposes where income has 
been realized and to pay the taxes which 
are computed on the returned income. Any 
other interpretation would, in effect, consti- 
tute the granting of a tax exemption.® 


Three cases are usually relied upon to 
support the contention that when a trustee 
in bankruptcy merely liquidates the assets 
of a corporation he is neither required to 
file a return nor to pay any tax on any gain 
resulting from such liquidation. They are 
the Owl Drug Company case,“ the Heller, 
Hirsch & Company case® and the Doehler 
Die Casting Company case.® In the Heller, 
Hirsch case a 1916 statute having provisions 
similar to the provisions of Code Section 
52(a) was involved. It was held that a 
trustee of a bankrupt corporation was 
not taxable on funds received as a result 
of a compromise, when the trustee was 
not carrying on the corporation’s busi- 
ness. The funds in question represented 
salaries and commissions due from a foreign 
corporation for services rendered. Of course, 


no regulations comparable to those now 


applicable to Code Section 52(a) applied to 
the statute considered in that case. 


In the Owl Drug case the court held that 
a trustee in bankruptcy was not taxable on 
interest received on amounts which had 
been deposited in various banks by the 
trustee, these amounts representing the pro- 
ceeds from the sale of the bankrupt’s busi- 
ness. The court held that the operation of 
the corporation’s business had been termi- 
nated, since merely to marshal and distribute 
its assets did not constitute operation. The 
court’s decision implies that before income 
can be taxed to the trustee there must be 
operation for profit. The regulations al- 
ready mentioned apparently were not con- 
sidered by the court. 


(Footnote 62 continued) 

19550, 305 U. S. 79. In the case of Helvering 
v. Reynolds, 41-1 ustc { 9484, 313 U. S, 428, the 
Court states (p. 432) that the rule sustained by 
these cases is no more than an aid in statutory 
construction. However, it does not overrule the 
decisions herein cited. 

8% Cf. Helvering v. Northwest Steel Rolling 
Mills, Inc., 40-2 ustc § 9755, 311 U. S. 46; Bur- 
roughs Adding Machine Company v. Terwilliger, 
et al., 43-1 ustc {| 9398, 135 F. (2d) 608 (CCA-6). 

*In re Owl Drug Company, 37-2 ustc {| 9466, 
21 F. Supp. 907 (DC Nev.). 

% In re Heller, Hirsh &€ Company, 258 F. 208 
(CCA-2, 1919). 

*% Doehler Die Casting Company, Inc., et al. 
v. The Meadows Manufacturing Company, 38-2 
ustc J 9498, 23 A. F. T. R. 1276 (DC IIl.). 
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In Collier on Bankruptcy, Volume 3," 
the Owl Drug Company case is discussed 
as follows: 


“The authority of this case and its elabo- 
rate decision is, however, somewhat affected 
by the failure to discuss an apparently con- 
trary administrative interpretation, mean- 
while sanctioned by ‘tacit reenactment, 
which reads:®* . 

“Unless this section of the Regulations 
be successfully challenged, it must be taken 
to expand the duties of a receiver or trustee 
of a corporation far beyond the cases of an 
‘operation’ of the business, in the ordinary 
sense of the term, provided that the officer’s 
custody and control is more than partial. 


“This may in some measure exceed the 
limits drawn by the language of Section 
52(a), Internal Revenue Code, yet it is in har- 
mony with the statute as far as it deals with 
the duties of fiduciaries, whether they act 
for individuals or trusts or estates... .” 


In the Doehler Die Casting Company case, 
which was decided September 20, 1938, the 
findings and conclusions of the court were 
to the effect that where a receiver had dis- 
posed of all tangible property and was inac- 
tive, except to the extent of collecting 
accounts receivable and royalties from con- 
tracts entered into with the corporation 
prior to receivership, he was not subject to 
tax on such collections under Code Section 
52(a). An opinion was not written in this 
case, so the court’s views concerning the 
effect of the definition of operating found 
in the applicable regulations are not avail- 
able. However, United States District Judge 
Briggle, who decided that case, was also the 
trial judge in the case of Pinkerton v. U. S.,® 
a later case. In his opinion in the Pinkerton 
case, Judge Briggle stated, in effect, that 
while he felt the decision in the Doehler Die 
Casting Company case was equitable, he was 
not too certain of its soundness.” 


These three cases are somewhat extreme 
in that they involve mere passive collection 


s* Fourteenth Ed., Sec. 62.14, pp. 1511 and 1512. 

6 Here there is quoted the text of Regs. 103, 
Sec. 19.52-2. Regs. 111, Sec. 29.52-2, quoted in 
footnote 60, includes identical language. 

8° 47-2 ustc { 9342, 73 F. Supp. 590 (DC IIl.), 
aff’d 48-2 ustc 9410, 170 F. (2d) 846 (CA-7). 

7 Only the findings of fact and conclusions 
of law of Judge Briggle in the case of Pinkerton 
v. U. S. are reported in 73 Federal Supplement. 


. However, Judge Briggle’s memorandum opinion 


is reported in 47-2 ustc { 9342, and reads, in 
part, as follows: 

‘Plaintiff leans heavily (as indeed he may) 
upon the previous decision of this court in the 
Doehler case. Consistency is a jewel, particu- 
larly when applied to court decisions, but should 
not be carried to the extent of slavish adherence 

(Footnote continued on following page) 
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of income by trustees or receivers. How- 
ever, the reasoning of these cases apparently 
runs contrary to the rationale of a number 
of other cases dealing with the question 
and is also contrary to the Treasury regula- 
tions applicable to Code Section 52(a). 


In the American Bonding & Casualty Com- 
pany case™ a liquidating receiver was re- 
quired to file returns and pay income taxes. 
The receiver’s actions in taking property 
into his possession, selling and leasing it, 
making investments and collecting the reve- 
nue therefrom were held to be equivalent to 
operating. 

In the Metcalf case™ it was held that a 
trustee in bankruptcy was operating the 
property of the corporation where, in con- 
nection with liquidation, he had leased oil 
properties, inspected their operation and 
collected rentals from oil leases made in 
connection with such liquidation. The court 
expressly recognized that operation of prop- 
erty may take place even though the trustee 
is engaged in liquidation. Moreover, the 
fact that an order had not been entered 
directing the trustee to operate all the prop- 
erties as a single business was held imma- 
terial. 

In the Pinkerton case™ a liquidating re- 
ceiver was held to be operating the business, 
although his activities were of short dura- 
tion, where he collected rent, paid real es- 
tate taxes, sold real estate and realized 
profits on the sales. 


In the Louisville Property Company case™ 
the court held that an assignee of corporate 
property engaged in orderly liquidation was 
required to file a corporate income tax re- 
turn and pay corporate taxes after the cor- 
poration had divested itself of its property. 
The assignee in that case did not continue 
the corporation’s business, which was the 
mining of coal, but engaged only in the sale 
of corporate property and the payment of 
corporate debts. 


Despite these decisions and the Regula- 
tions, the Tennessee Court of Appeals, in 


(Footnote 70 continued) 

to a decision if it has been demonstrated to be 
unsound. Whether the decision in the Doehler 
case is sound or not, I am sure that the result 
there reached was an equitable and just one 
under the facts presented. Of its soundness I 
am not too certain.”’ 

11 State ex rel. Gibson v. American Bonding & 
Casualty Company et al., 281 N. W. 172 (Ia., 
1938). 

722 U. 8. v. Metcalf, 42-2 ustc J 9774, 131 F. (2d) 
677 (CCA-9), cert. den. 318 U. S. 769 (1943). 
The case of Security-First National Bank of Los 
Angeles v. U. 8S. et al. (In re F. P. Newport 
Corporation, Ltd.), 153 F. (2d) 563 (CCA-9, 
1946), relates to the subsequent collection of 
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the recent case of Standard Oil Company of 
Louisiana v. Apex Oil Corporation et al.,” 
concluded that the Heller, Hirsch, the Owk 
Drug and the Doehler Die Casting Company 
cases still retain their original vitality, so 
that a receiver who in 1948 recovered ap- 
proximately $240,000 as the result of a suit 
brought by him in a prior year was not 
required to file a federal income tax return 
or pay a tax with respect thereto. The 
court stated that in 1948 the receiver merely 
awaited the decision in the case, received 
payment of the amounts recovered and dis- 
bursed part of the funds under the orders 
of the court and concluded that this was 
not operating the property or business of 
the corporation. However, the court’s ob- 
servation on this point may be considered 
dictum, since it held that in any event the 
receiver was in charge of only a part of the 
property of the corporation and, therefore, 
was not required to make a return or pay 
income taxes for the corporation. In so 
holding, the court relied upon the specific 
exception in the regulation already men- 
tioned to the effect that a receiver of only: 
part of the property of a corporation need 
not make a return of income for such cor- 
poration.” The court also stated, in effect, 
that his decision rendered it unnecessary for 
him to consider the effect of the definition 
of the phrase “operating the property or 
business” of a corporation found in the 
same regulation. 


It is believed that the problem should 
also be considered in the light of the provi- 
sions of Section 960 of Title 28 of the 
United States Code, which are as follows: 


“Any officers and agents conducting any 
business under authority of a United States 
court shall be subject to all Federal, State 
and local taxes applicable to such business 
to the same extent as if it were conducted 
by an individual or corporation.” 


This statute became effective during the 
latter part of 1948 and is based upon 
the former Section 124a of Title 28 of the 


the items of federal income taxes dealt with in 
the case of U. S. v. Metcalf. 

73 Pinkerton v. U. 8., cited at footnotes 69 
and 70. 

% Louisville Property Company v. Commis- 
sioner (National Bank of Middlesboro et al. v. 
U. 8.), 44-1 ustc § 9182, 140 F. (2d) 547 (CCA-6), 
cert. den. 322 U. S. 754, 755. 

7 51-2 ustc f 9381 (Tenn. Ct. of App.). 

76 Regs. 111, Sec. 29.52-2, quoted in footnote 60. 

In North American Oil Consolidated v. Burnet, 
3 ustc 7 943, 286 U. S. 417 (1932), it was held 
that a receiver of only a part of the properties 
operated by a corporation is not required to 
file any return covering the income earned from 
the property which had been under the receiv- 
er’s control. 
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United States Code, 1940 edition,” which 
contained, in part, the following language: 


“Any receiver, liquidator, referee, trustee, 
or other officers or agents appointed by any 
United States court who is authorized by 
said court to conduct any business, or who 
does conduct any business, shall . .. be 
subject to all State and local taxes applica- 
ble to such business the same as if such 
business were conducted by an individual 
or corporation. .. .” 


In the Mid America case the earlier stat- 
ute was held to require a trustee in bank- 
ruptcy who was liquidating a business to 
pay state unemployment compensation con- 
tributions. The court held that the phrase 
“conduct any business” should be construed 
to include any activity or operation in con- 
nection with the handling and management 
of the bankrupt estate. The court observed: 
“Obviously, if the bankrupts themselves 
liquidated their respective businesses they; 
would each be liable for contributions with 
respect to services performed for them in 
connection with such liquidation.” ® 


In the case of State of Missouri v. Gleick ™ 


the Circuit Court of Appeals for the Eighth 
Circuit followed the Mid America case when 


it held that a liquidating trustee in bank- ° 


ruptcy who contended he was not operating 
a business and had no authority to operate 
one nevertheless came within the provisions 
of this statute. 


In the recent bankruptcy proceeding, In 
the Matter of Louise Handt Loehr,® the effect 
of Section 960 of Title 28, United States 
Code, was for the first time considered in 


connection with the question whether a 
liquidating trustee in bankruptcy is required 
to pay income taxes. In this case a petition 
to effect an arrangement was filed on March 
5, 1946, by Louise Handt Loehr who was 
engaged in the real estate, loan, insurance 
and beauty-parlor business. On April 6, 
1946, she was adjudged a bankrupt, and a 
trustee in bankruptcy was appointed who, 
over a period of three years, sold parcels of 
real estate for an amount in excess of the 
bankrupt’s tax basis. In addition, some net 
rentals were received prior to the disposi- 
tion of the property. The district court held 


™ Act of June 18, 1934, Ch. 585, 48 Stat. 993. 

% In re Mid America Company (In re National 
Union Loan Society, Inc.; In re National Union 
Thrift Society), 31 F. Supp. 601, 606 (DC II1., 
1930). 

79135 F. (2d) 134 (CCA-8, 1943). 

8051-1 ustc { 9244, 98 F. Supp. 402 (DC Wis., 
1950). 

81 The term is here used to include taxes re- 
quired to be deducted and withheld from wages 
pursuant to applicable provisions of Code Secs. 
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that the trustee was operating or conducting 
a business and was, therefore, required to 
pay federal and state income taxes, the 
authorities cited being the Mid America and 
Gleick cases. 


While the Loehr case involved a trustee 
in bankruptcy for an individual rather than 
a corporation, Section 960, unlike Code Sec- 
tion 52(a), does not distinguish between an 
individual and a corporation. Accordingly, 
it is believed that this case reinforces the 
proposition that under the provisions of 
Code Section 52, a trustee in bankruptcy 
liquidating a corporation is required to file 
a federal income tax return and pay the tax 
based upon the income realized as a result 
of such liquidation. 


Part Ill 


The third, and last, matter to be briefly 
discussed relates to one question which 
arises in bankruptcy proceedings when it 
becomes necessary to consider the exemp- 
tions to be used in computing withholding 
taxes * required to be deducted from wage 
claims paid in the distribution of an estate. 
It is believed that the case of U. S. v. 
Fogarty™ serves as a guide to indicate the 
method to be used in making the computa- 
tion. In that case it was held, in part, that 
payments made with respect to priority 
wage claims filed in a bankruptcy liquida- 
tion proceeding are to be considered wages 
under the provisions of the federal Insur- 
ance Contributions Act * and the provisions 
of the Code which relate to the collection 
of income taxes at the source on wages™ 
and that, therefore, the government is en- 
titled to collect the taxes required to be 
deducted and withheld from wages out of 
dividend payments made by the trustee to 
wage claimants under order of the bank- 
ruptcy court. The case of U. S. v. Curtis®™ 
is in accord with this holding in the Fogarty 
case. 


In discussing with some degree of par- 
ticularity the provisions of Code Sections 
35 and 1622(d)," the court in the Fogarty 
case made the following statement: ™ 


“Under Section 35 of the Internal Reve- 
nue Code the employee from whose wages 


1621 to 1636, inclusive (26 USC Secs. 1621 to 1636, 
inclusive), relating to the collection of income 
taxes at their source on wages. 

8247-2 ustc { 9383, 164 F. 
1947). 

83 Code Secs. 1400 to 1432, 
Secs. 1400 to 1432, inclusive). 

84 Code Secs. 1621 to 1636, 
Secs. 1621 to 1636, inclusive). 

85 50-1 ustc § 9108, 178 F. (2d) 268 (CA-6). 

8 26 USC Secs. 35 and 1622 (d). 

87 Cited at footnote 82, at p. 33. 


(2d) 26 (CCA-8, 
inclusive (26 USC 
inclusive (26 USC 





a tax has been deducted and withheld under 
Section 1622 is entitled to a credit against 
his total income tax for the year equal to 
the amount withheld, and Section 1622(d) 
prohibits collection of the tax from the em- 
ployer who has failed to withhold in cases 
where the employee has paid his income tax 
in full, including the amount which should 
have been withheld. But the employer is 
not relieved of his liability for the tax until 
the employee has in fact paid what the em- 
ployer owes, and even then he remains lia- 
ble for penalties and additions to the tax 
resulting from his failure to withhold. The 
trustee here is thus primarily liable for the 
employees’ income tax to the extent re- 
quired to be withheld and he is the one to 
whom the statute looks for the tax. In this 
case, there is no proof that any of the wage 
earners have paid income tax for the year 
1945 sufficient to discharge the withholding 
taxes due on the trustee’s payment to them. 
Hence, on the present record there is no 
basis for holding that the trustee is not 
liable for any of the withholding taxes as- 
sessed against the bankrupt’s estate.” 


It will be noted that the court took the 
view that in the absence of proof that the 
wage claimants had paid income taxes 
which relieved the trustee of his obligation, 
the computation of the amount due by the 
trustee properly was made as if there had 
been no payment of income taxes on the 
part of the wage claimants. The individual 
wage claimant is not harmed thereby, since 
he is given the full benefit of the amount 
withheld by receiving a credit in that 
amount applicable with respect to his in- 


CED HOLDS DEFICIT UNNECESSARY, PROPOSES SALES TAX 


Warning that a deficit in the national 
budget “would increase the risk of fur- 
ther inflation, with serious injury to the 
nation,” a subcommittee of the Commit- 
tee for Economic Development said that 
the $10.4 billion cash deficit indicated by 
the President can be eliminated without 
raising faxes or damaging the security 
programs. Its findings were based on: 

(1) A calculation that actual expendi- 
tures for military functions of the De- 
fense Department and for foreign military 
aid will lag at least $3.5 billion behind 
the President’s estimate of $58 billion, 
“even assuming adoption of the whole 
Presidential program.” 





*§ See Code Secs. 322 (a), 1622 (f) and 1627 
(26 USC Secs. 322 (a), 1622 (f) and 1627). 
89 26 USC Sec. 1623. 
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come tax, and in the event the exaction of 
the tax is found to be erroneous, the refund, 
if any, is made to the wage claimant and 
not to the withholder.* Furthermore, by 
virtue of the provisions of Code Section 
1623,” the withholder of the tax is afforded 
adequate protection against the claims and 
demands of any person for the amount of 
the tax paid. 

Following this same approach to the 
problem, it would appear appropriate to 
compute the tax required to be deducted 
and withheld from wage dividends pursuant 
to Subchapters D and E of Chapter 9 of 
the Code™ as if the individual wage claim- 
ant is not entitled to the benefit of any 
withholding exemption in cases where proof 
relative to this matter is deficient. The 
trustee is thereby fully protected from any 
claim which might otherwise be made on 
behalf of the government in the event the 
full amount of the tax is not deducted and 
withheld from wage dividends, and it is be- 
lieved this approach also avoids any possi- 
ble difficulty with the surety on the trustee’s 
bond. Moreover, as already indicated, the 
wage claimant is fully protected by reason 
of the provisions of the Code relative to 
credits and refunds.” 

It will be noted that a similar computa- 
tion problem apparently does not arise in 
connection with the tax required to be de- 
ducted and withheld under the provisions 
of the Federal Insurance Contributions Act, 
since this tax is computed by taking a 
prescribed percentage of the wages actually 
or constructively received by an individual 
with respect to employment.” [The End] 


(2) An estimate that another $4 billion 
can be saved by eliminating waste and 
inefficiency in the military programs. 


(3) Recommendations that about $2.8 
billion be cut from the $26.7 billion pro- 
posed for other than military and foreign 
aid expenditures. 


The subcommittee took the position, 
however, that if Congress reached a dif- 
ferent conclusion, leaving expenditures 
substantially higher than prospective 
revenue, the budget should be balanced 
“by a temporary tax on retail sales, ex- 
cept sales of food, housing and items 
already subject to direct Federal excises.” 





® Code Secs. 1621 to 1636, inclusive (26 USC 
Secs. 1621 to 1636, inclusive). 

*1 See authorities cited in footnote 88. 

% Code Sec. 1400 (26 USC Sec. 1400). 
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Judge LEARNED HAND 
and Federal Taxation 


By LEO A. DIAMOND 


THIS ARTICLE IS REPRINTED, WITH PERMISSION, FROM THE 
FALL, 1951 ISSUE OF THE SYRACUSE LAW REVIEW. MR. 
DIAMOND IS A MEMBER OF THE NEW YORK BAR... . 


tcl tictae be: YEARS AGO a young 
man ascended to the federal judiciary as 
a district judge in New York City, giving 


promise of a competent judicial career. 


Within the past several months that man, 
now approaching his eightieth anniversary, 
announced his retirement after continuous 
judicial service as a federal judge. On his 
retirement, Learned Hand, senior judge of 
the Court of Appeals for the Second Circuit, 
has been hailed as “our wisest judge” and 
“the greatest living English speaking judge.” 


During his more than four decades as a 
district judge and appellate judge, Learned 
Hand has seen lesser men elevated to the 
Supreme Court of the United States as a 
result of the peculiar vagaries of political 
expediency. Under our federal court sys- 
tem the Supreme Court is expected to lead 
and the lower tribunals expected to follow. 
A judicial brother of Learned Hand, Judge 
Jerome Frank, has referred, for example, 
to the circuit court as “merely a reflector, 
serving as a judicial moon guided by 
the light of Supreme Court decisions.” * 
Although Learned Hand did not reach the 
Supreme Court, in many instances the 
Supreme Court has actually served as his 


judicial moon reflecting the light shed by 
him. 


1Choate v. Commissioner, 42-2 ustc { 9555, 
129 F. (2d) 684, 689 (CCA-2). 

2 Judge Frank did, however, say in a footnote 
that ‘‘perhaps the figure [of speech] indicates 
too much abjectness. On occasions, sometimes 
unwittingly, lower courts in tax cases manifest 
some creativeness.’’ Choate v. Commissioner, 
cited at footnote 1, at p. 689. 


Learned Hand 


As a district court judge and as an ap- 
pellate court judge, Learned Hand could 
not, of course, confine his activities to any 
one branch of the law. Law being a seam- 
less web and Judge Hand being truly expert 
in the law, any attempt to describe his con- 
tributions in terms of a single branch of the 
law must necessarily involve some distor- 
tion. The contributions, generally, of Learned 
Hand to the development of American law 
in the Twentieth Century have been criti- 
cally and sympathetically analyzed else- 
where.* Yet for sake of convenience and to 
avoid fruitless repetition of what has been 
written elsewhere about him, there is ample 
justification for reviewing the scope of 
his impact on the development of federal 
tax law during the preceding four decades. 
The present article is confined to such a re- 
view. 


During the course of his judicial service, 
Judge Learned Hand has written over 275 
opinions in cases involving federal, state and 
local taxation, a not inconsiderable produc- 
tion record.* In addition, he has sat in hun- 
dreds of other tax cases in which he did not 
write any opinions. The parade of tax prob- 
lems that has passed before him has been so 
long and the components of that parade so 


varied that it can be truthfully said that no 


3 Several articles on the various contributions 
of Judge Learned Hand were published in 
60 Harvard Law Review 325-422 (1947) on the 
occasion of his seventy-fifth anniversary. 

Only a few of these opinions relate to state 
and local tax problems. About one sixth of the 
total opinions are dissenting opinions; concur- 
ring opinions number about a dozen. P 
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other living federal judge has had compa- 
rable experience in the judicial resolution of 
tax controversies." Much of tax litigation is 
ephemeral, and consequently so much of 
what appears in court opinions in tax cases 
is likewise evanescent. Of many of the 
opinions written by Judge Learned Hand, 
the same is true. Routine problems and an- 
alyses of factual situations unlikely to be 
repeated take up a considerable portion of 
his judicial output. Changes in statutory 
provisions which, during the past several 
decades, have come with increasing rapidity 
and complexity have also made much of 
what has appeared in Judge Hand’s opin- 
ions, as well as in other judges’ opinions, 
merely of historical interest and value to a 
more or less varying degree. 


Judge Learned Hand has sat in a court 
which has been outstanding in the caliber 
of its many judges. What then separates 
Judge Hand’s contributions to the law of 
taxation from that of other extremely com- 
petent, learned and conscientious judges, 
including the colleagues in his own court? 
To explain it in terms of any single factor 
or characteristic would be extremely diffi- 
cult, if not well nigh impossible. Perhaps 
it is his hardheaded, realistic approach to 
reconciling the justifiable demands of gov- 
ernment for its financial life blood with legal 
rights of taxpayers to pay no more than re- 
quired by law. Every judge who has had the 
task of resolving that most troublesome of 
all tax dilemmas has had to experience a 
form of judicial schizophrenia. Judge Hand 
has not been immune to that experience but, 
on the contrary, has met it with fortitude 
and high intelligence rather than with lazy 
reliance on ancient shibboleth, no longer 
useful in a changing society. 


The work of any appellate judge can be 
adequately appraised only in the light of 
his over-all activity. Since, however, it is 
impossible to know what goes on.in the 


5 The textual observation is made with full 
recognition that Judge Learned Hand’s judicial 
brother and blood cousin, Judge A. N. Hand 
of the Court of Appeals for the Second Circuit, 
has also had an almost equally long judicial 
career and participation in the deciding of tax 
cases. Of course, those present members of the 
Tax Court of the United States who were also 
members of the United States Board of Tax 
Appeals from its earliest days following its 
creation in 1924 have also not been overlooked. 

® This colorful phrase was uttered by Judge 
Calvert Magruder of the Court of Appeals for 
the First Circuit at an off-the-record speech 
given at a recent luncheon meeting of the Tax 
Section of the American Bar Association. 
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confidential conferences of the judges before 
decision is rendered, pragmatic appraisal of 
a judge’s work rests primarily, if not ex- 
clusively, on his written output. Anyway, 
so much of law is merely language that what 
a judge says and how he says it is frequent- 
ly—perhaps all too frequently—as important 
as the actual judgment rendered. Fortun- 
ately, Judge Hand has through a felicitous 
use of spare (sometimes tryingly too spare) 
language,’ devoid of mere sound and fury 
or exhibitionist learning,* permitted us to 
get reasonably close to the inner core of 
his own judicial process. Accordingly, there 
should be no hesitancy in appraising his con- 
tributions to the law of federal taxation on 
the basis of his written opinions which, in 
large measure, reflect his cumulative learn- 
ing and wisdom. One may well take for 
granted that in most, if not all, of the cases 
in which Judge Hand sat but did not write 
any opinions his influence was tremendous, 
even with his independently minded brethren. 
Only judges who have sat with him are the 
most authentic and reliable authorities in 
that respect. The fact that all the federal 
courts hold in high respect decisions of the 
Court of Appeals for the Second Circuit is 
in large part due to the work of Learned 
Hand. 


A further introductory word is pertinent 
at this point. Of the 275 or more tax opin- 
ions written by Judge Hand, only about 35 
appeared before 1930. During the next 
decade he wrote about 125 opinions, with 
the remaining 115 or so opinions appearing 
after 1939. Since 1945; however, Judge 
Hand has written only about 30 opinions. 
His participation in other tax cases has 
been roughly in the same proportion. His 
most concentrated activity occurred during 
the two periods 1930-1935 and 1941-1945. 
Interestingly enough, his contribution to 
the formulation of a tax philosophy be- 
came secure prior to 1940. The rest is 
amplification of his basic principles. 


™See Pepper, ‘‘The Literary Style of Learned 
Hand,’’ 60 Harvard Law Review 333 (1947). 

8In Commissioner v. Marrs McLean, 42-1 ustc 
710,170, 127 F. (2d) 942, 944 (CCA-5), Judge 
Hutcheson, also an outstanding jurist in his 
own right, observed, perhaps a bit too sharply, 
on the opinion-writing technique of Judge Frank 
(Judge Hand’s colleague) and of former Judge 
William Clark of the Circuit Court of Appeals 
for the Third Circuit as follows: ‘‘We will 
therefore, without piling Pelion on Ossa, or 
vying with Frank in ancient or Clark in modern, 
learning, or with either in erudition, general, 
or particular, content ourselves with saying. 
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Doctrines of Constitutionality 


Learned Hand came to the bench in 
1909 as a district court judge. During the 
15 years he sat on that bench, he wrote 
opinions in less than 20 tax cases of all 
kinds. As a federal judge, he did not have 
occasion to pass on the validity of much 
state and local taxation. Furthermore, limited 
federal taxation of those years did‘ not give 
rise to much litigation. It was not until 
1921 that he was given the opportunity 
to express his views judicially as to the 
restriction of the due process clause of the 
Fifth Amendment to the Constitution on 
the scope of the Sixteenth Amendment 
giving Congress power to levy income taxes. 
In Towne v. McElligott® the plaintiff had 
contended that an income tax rate of 
72 per cent imposed under a World War 
I income tax law” was confiscatory and 
void under the Fifth Amendment. Observ- 
ing that the term “confiscatory,” when used 
in connection with taxes, is clearly one of 
degree “because literally all taxes are pro 
tanto confiscatory,’™ Judge Hand upheld 
the validity of the tax. The decision is not 
startling, but his reasoning is of major im- 


portance Which has been reflected time and ~ 


again in one form or another in decisions 
of other courts, including the Supreme Court, 
as to the great sovereign power of Congress 
to impose taxes.” Although it is common- 
place now for present-day Americans to be 
subjected to high rates of income tax, it is 
of interest to reread Judge Hand’s justifica- 
tion for upholding the validity of high rates 
of income tax: 


“In fact, our war taxes are not out of 
relation to the sums levied by other civilized 
nations faced with the same exigencies as 
the Great War imposed upon us. In critical 
periods of a nation’s life the power to tax 
may be necessary to preserve it, and per- 
haps there is no limit beyond which it may 
not subject the property within its reach 
to contribution. I need not go so far as 
that in this case; it is enough that the 
powers: of Congress are to be interpreted, 
not by dialectical ingenuity, but by current 
practices of nations in the exercise of similar 
powers. It is true that these powers are 
limited, and that those limits must be ob- 
served, however little they circumscribe the 


®1 ustc § 52, 274 F. 960 (DC N. Y., 1921). 

1 Revenue Act of 1918. 

1 Towne v. Mc Elligott, cited at footnote 9, 
at p. 961. 

2 Liberty Mutual Insurance Company v. John- 
son Shipyards Corporation, 1 ustc 131, 6 F. 
(2d) 752 (CCA-2, 1925). 


Learned Hand 


analogous powers of other Legislatures. 
Yet when the question is of the interpreta- 
tion of those broads counsels of moderation 
contained in the Fifth Amendment, we must 
interpret the limitations themselves with an 
eye to the practices which have become 
tolerated elsewhere among civilized nations. 
Were it not so, we should be limited forever 
to the political usages of 1789, and those 
amendments which were intended to protect 
the individual against extravagant or in- 
vidious discrimination would become a 
straitjacket upon the nation’s freedom.” * 


Following his elevation to the circuit 
court of appeals in 1924, Judge Hand had 
several other occasions in which to make 
known his views regarding the scope of the 
Congressional power to tax. A taxpayer 
corporation organized under the laws of 
New York was engaged in exporting and 
selling in foreign countries goods bought in 
the United States. It was taxed under the 
Revenue Act of 1918* upon its income de- 
rived from profits from sales made abroad. 
It complained that Puerto Rican and 
Philippine corporations which were doing 
exactly the same kind of business were 
exempt under the act.” In Neuss, Hesslein 
& Company, Inc. v. Edwards,* Judge Hand 
upheld the tax, saying: 


a“ 
. 


. the Constitution does not require 
taxes to be laid in such a way as to keep 
all taxpayers at industrial and commercial 
parity, any more than it looks into the dis- 
tribution of the taxes when collected... . 
Such an ideal is impossible in practice in 
any case, and, so far as it is not, courts 
have no means of realizing it, and no power, 
if they had means. Taxation inevitably in- 
volves the compromise of conflicting inter- 
ests, of whose pressures the final action 
must be the resultant. These can be ad- 
justed only by that body which is properly 
responsive to their social importance, and 
that body is Congress, not the courts. Such 
controversies cannot be accommodated by 
general rules or economic absolutes, or 
without a scrutiny and valuation which go 
far beyond the scope of judicial inquiry.” 


As a district court judge, Judge Hand 
had observed that “a statute must be saved 
by friendly interpretation so long as it 
can.” That attitude was reflected in a 


13 Towne v. Mc Elligott, cited at footnote 9, 
at p. 962. 

14 Sec. 213 (a). 

15 Sec. 233 (b). 

1%1 ustc § 360, 30 F. (2d) 620, 622 (CCA-2, 
1929), cert. den. 279 U. S. 872 (1929). 

11 Gorham Manufacturing Company v. Travis, 
274 F. 975, 980 (DC N. Y., 1921). 
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number of later opinions. Upholding the 
constitutionality of income tax provisions 
of the Revenue Act of 1921," Judge Hand 
in Cohan v. Commissioner * said as follows: 


“No doubt the difference is one of degree, 
but constitutional matters are generally that; 
limitations like the Fifth Amendment are 
not like sailing rules, or traffic ordinances; 
they do not circumscribe the action of Con- 
gress by metes and bounds. Rather they 
are admonitions of fair dealing, whose dis- 
regard the courts will correct, if extreme 
and glaring. Custom counts for much in 
such matters, and consistency for little; men 
cannot hope to fit their doings in advance 
to a pattern which will be sure to endure. 
The most they can expect is that courts 
will intervene when the defeat of their ex- 
pectations passes any measure that reason- 
able persons could think tolerable, and even 
then their grievance must be fairly outside 
the zone of possible debate. 


“So it does not seem to us that the situa- 
tion here calls for so heroic a remedy as 
to declare the statute unconstitutional, nor 
indeed for the lesser one of wringing the 
words out of their natural meaning.” 


In Daniel Reeves, Inc. v. Anderson,” Judge 
Hand made short shrift of the argument 
against the validity of an income tax im- 
posed after the events giving rise to the 
income tax took place: 


“This is charged to be in violation of 
the Fifth Amendment, and so it might be, 
if there had been no original tax, no claim 
for abatement, no delay of the Treasury in 
the disposal of that claim, and a consequent 
loss of all remedies. Were the Fifth Amend- 
ment a remorseless pattern which all legis- 
lation must fit, the argument might even 
so be troublesome; might indeed be con- 
clusive. But constitutional limitations are 
not indifferent to the occasions of the statutes 
they affect. They represent a mood rather 
than a command, that sense of moderation, 
of fair play, of mutual forbearance, without 
which states become the prey of faction. 
They are not the rules of a game; their 
meaning is lost when they are treated as 
though they were.” 


18 Sec. 226 (c). 

192 ustc { 489, 39 F. (2d) 540, 545 (CCA-2, 
1930). 

21930 CCH Standard Federal Tax Reports 
1 9494, 43 F. (2d) 679, 682 (CCA-2), aff'd 2 ustc 
{| 653, 282 U. S. 409 (1931). 

2 Perthur Holding Corporation v. Commis- 
sioner, 3 ustc { 992, 61 F. (2d) 785, 786 (CCA-2, 
1932), cert. den. 288 U. S. 616 (1933), upholding 
the constitutionality of the reorganization pro- 
visions of the Revenue Act of 1926. See also 
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To Judge Hand the power to tax also 
ment the power to effect, at least indirectly, 
substantial social and economic changes. 
Those changes or their effects flowing from 
the exercise of the taxing power cannot 
and must not, according to him, be the con- 
cern of courts in determining the constitu- 
tional validity of a taxing statute. In his 
eyes “it is hard to conceive greater chaos 
than if judges were to upset fiscal policies 
of which they disapprove.” ™ 


In summary, Judge Hand stands in the 
company of those who believe that the 
power of Congress to tax, being probably 
its most vital power, must prevail over the 
contrary personal views of judges as to the 
social efficacy or desirability of any given 
exaction. That does not mean that he stood 
for a doctrine which would permit a grossly 
arbitrary and capricious imposition,” but 
he believed that more than individual hard- 
ship or social futility would have to be 
shown before legislative power could be 
nullified. In this regard, Judge Hand is a 
true exponent of the democratic process in 
its finest sense. 


Canons of Statutory Construction 


“Income tax ‘law’ is not a matter of 
pure reason. It is a composite of constitu- 
tional doctrine and interpretations of chang- 
ing statutory provisions each having its 
history.” What Judge Frank has said 
about income tax “law” is equally applicable 
to federal taxation generally. There is no 
common law of federal taxation: every 
exaction must derive its raison d’étre from 
some statute. Although no longer do courts 
generally follow the ancient rule that a 
taxing statute is to be construed most 
strictly against the sovereign, the existence 
of a statute imposing a tax is a sine qua 
non to the imposition or collection of that 
tax. Since statutes, however, are merely 
written language, they are, of course, sub- 
ject to all the frailties and defects of lan- 
guage. No one has understood better 
than Judge Hand what those defects and 
frailties can be when combined with the 
peculiar complexities of tax statutes. 


United Business Corporation v. Commissioner, 
3 ustc f 1039, 62 F. (2d) 754 (CCA-2, 1933), cert. 
den. 290 U. S. 635 (1933), upholding the validity 
of Sec. 220 of the Revenue Act of 1921. 

22 Frew v. Bowers, 1 ustc § 181, 12 F. (2d) 
625 (CCA-2, 1926) (concurring opinion). 

23 Choate v. Commissioner, cited at footnote 1. 

*% Frank, ‘‘Words and Music: Some Remarks 
on Statutory Interpretation,’’ 47 Columbia Law 
Review 1259 (1947). 
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The following cry of despair was uttered 
a few years ago by Judge Hand in a 
testimonial article to his learned colleague, 
Judge Swan, on the occasion of the latter’s 
seventieth birthday:” 

“He finds his way through the thickets 
of verbiage in statutes or regulations with 
more ease than any other judge of my per- 
sonal acquaintance. In my own case the 
words of such an act as the Income Tax, 
for example, merely dance before my eyes in a 
meaningless procession: cross-reference to 
cross-reference, exception upon exception— 
couched in abstract terms that offer no handle 
to seize hold of—leave in my mind only a con- 
fused sense of some vitally important, but suc- 
cessfully concealed, purport, which it is my 
duty to extract, but which is within my power, 
if at all, only after the most inordinate ex- 
penditure of time. I know that these mon- 
sters are the result of fabulous industry and 
ingenuity, plugging up this hole and casting 
out that net, against all possible evasion; 
yet at times I cannot help recalling a saying 
of William James about certain passages of 
Hegel: that they were no doubt written 
with a passion of rationality; but that one 


cannot help wondering whether to the reader. 


they have any significance save that the 
words are strung together with syntactical 
correctness. Much of the law is now as 
difficult to fathom, and more and more of it 


is likely to be so; for there is little doubt 
that we are entering a period of increasingly 
detailed regulation, and it will be the duty 
of judges to thread the path—for path there 
is—through these fantastic labyrinths. Any 
facility in doing so is of the utmost im- 


portance; I envy its possessors, among 
whom my brother stands in the front rank. 
Again and again I have found myself utterly 
bewildered by the involution of phrase with 
phrase and of term with term, until his 
kindly light showed the turn which I had 
missed, and led me out of what had ap- 
peared to be a cul de sac. The talent, which 
can keep in solution, at whatever cost, these 
many ingredients and carry them all over 
into a. final precipitate, is rare enough; but 
the talent which can do so without hours 
of distress and confusion is vouchsafed to 
only a scanty few.” 


Whatever difficulties Judge Hand may 
have had, as confessed above, in the inter- 
pretation of tax laws, his record shows 


* Hand, ‘‘Thomas Walter Swan,’’ 57 Yale 
Law Journal 167, 169 (1947). 

* “Obviously logic must not stifle under- 
standing and some modus vivendi must be 
found. It is idle to protest against such 
liberties; courts have taken them from time 
immemorial, and must do so if the business at 


Learned Hand 


how a courageous judge meets those difficul- 
ties: an unabashed exercise of “judicial 
legislation” within the usual liberties taken 
by courts from time immemorial.” 


Every judge, faced with the problems of 
statutory construction, must wrestle with the 
pressures exerted by the statutory words, 
legislative and administrative history and 
practice, logic, the judge’s own bias. The 
long years on the bench gave Judge Hand 
ample opportunity to thread his own way 
through the maze of taxing statutes. He, 
last of all, would insist that all his expressed 
views on how to construe a statute were 
necessarily of a consistent pattern. No 
Judge, worthy of his office, could claim 
such consistency. 

A few selected bits of Judge Hand’s 
notions on construction of tax statutes will 
indicate his mature approach to an answer- 
less problem. 

In Delaware & Hudson Company v. Com- 
missioner," Judge Hand held that under 
Section 204 (b) of the Revenue Act of 1921, 
losses of an affiliated company could not 
be used to offset, as a carry-forward, the 
income of other affiliates in a succeeding 
year; only its own income can be used. This 
is a result in line with many other decisions. 
His rationale, in part, is illuminating: 

“No doubt courts will often construe 
language with an eye to the result; we do 
not wish to minimize the importance of that 
canon of interpretation... . [But a] taxing 
system so detailed and particular as ours 
does not admit of the same flexibility of 
interpretation as one in more general terms. 
Perhaps its very refinement may defeat its 
purposes; elaboration often does. But the 
more articulate the expression, the less room 
remains for intendment beyond the words 
used. This is the penalty inherent in a pro- 
gressive specification of any general meaning ; 
what is left out is not to be supplied.” 

A few months later, in New York Trust 
Company v. Commissioner, Judge Hand had 
occasion again to explore the mysteries of 
Congressional intention. In 1921 a father 
created a trust for the benefit of. his son, 
turning over to the trustee securities pur- 
chased in 1906. In 1922 the trustee sold 
those securities at a price in excess of both 
the 1921 value and their cost to the father. 


“The Commissioner asserted, and the Board 


hand is to go on.’ Fire Companies Building 
Corporation v. Commissioner, 1931 CCH Stand- 
ard Federal Tax Reports { 9698, 54 F. (2d) 488 
(CCA-2), cert. den. 286 U. S. 546 (1932). 

271933 CCH Standard Federal Tax Reports 
{1 9369, 65 F. (2d) 292-294 (CCA-2), cert. den. 290 
U. S. 670 (1933). 
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of Tax Appeals agreed, that the trustee was 
liable for ordinary income tax based on the 
difference between the 1906 cost and sales 
price. On appeal the circuit court of appeals, 
by Judge Hand, held that the gain should 
be taxed as capital gain because of “tack- 
ing” ownership of settlor to trustee. The 
Statute, Section 206 (c), Revenue Act of 
1921, was not crystal clear, but Judge Hand 
could say, in part: 


“We do not forget that courts must not 
make law, but only declare it; but there is 
no vade mecum to guide us between a 
sterile literalism which loses sight of the 
forest for the trees, and a proper scruple 
against imputing meanings for which the 
words give no warrant. That there comes a 
point at which we must be content to treat 
the purpose as ineffectively expressed, we 
readily agree, though no one can fix it a 
priori. But that does not absolve us in a 
given case, and here we find no sufficient 
obstacle in the language used; rather we think 
the generative purpose can infuse it.” * 


In affirming the decision of the circuit 
court, the Supreme Court, through Mr. 
Justice Butler, used many more words but 
added little to the meat of the succinct ob- 
servation of Judge Hand. 


A perfectionist would contend that ideal 
statutory language is language with fixed 
and unchanging meaning. But not unlike 
other ideals in life, such an ideal is rarely 
attained. Judge Hand is well aware that 
Congressional commands, especially in the 
tax field, must very often “be couched in 
colloquial language.” * Thus, for example, 
when confronted with the problem of deter- 
mining whether a certain trust was an 


%4 ustc § 1293, 292 U. S. 455 (1934), aff’g 
1934 CCH Standard Federal Tax Reports { 9012, 
68 F. (2d) 19-20 (CCA-2, 1933), rev’g CCH Dec. 
7998, 27 BTA 1127 (1933); see also Pink v. 
U. 8., 39-1 ustc 9 9519, 105 F. (2d) 183, 188 
(CCA-2) (dissenting opinion). 

2» William A. Brady Theatre Company v. Com- 
missioner, 5 ustc {§ 1671, 42 F. (2d) 181, 182 
(CCA-2, 1930). ‘‘Compunctions about judicial 
legislation are right enough as long as.we have 
any genuine doubt as to the breadth of the 
legislature’s intent; and no doubt the most 
important single factor in ascertaining its in- 
tent is the words it employs. But the colloquial 
words of a statute have not the fixed and arti- 
ficial content of scientific symbols; they have 
a penumbra, a dim fringe, a connotation, for 
they express an attitude of will, into which it 
is our duty to penetrate and which we must en- 
force ungrudgingly when we can ascertain it, 
regardless of imprecision in its expression.”’ 
(Commissioner v. Ickleheimer, 43-1 ustc { 9231, 
132 F. (2d) 660, 662 (CCA-2) (dissenting opin- 
ion).) 

3% Allen v. Commissioner, 2 ustc { 734, 49 F. 
(2d) 716, 719 (CCA-2, 1931), cert. den. 284 U. S. 
655 (1932). 


“association,” and therefore taxable as a 
corporation under the Revenue Act of 1921, 
he observed: 


“There are no absolutes applicable to such 
issues; we have to apply colloquial and 
vague notions, ‘gain’ and ‘profit’, to varying 
Situations, and the lines drawn will often 
appear arbitrary. But no problem more con- 
stantly confronts a court than how far to 
preserve principles inviolate at the expense 
of actuality; when to introduce variants in 
propositions theretofore treated ‘as valid 
without limitation.” 


Judge Hand is also inclined not to impute to 
Congress pedantic™ distinctions which, if 
made, would be made only by lawyers. 


As in the case of other judges, Judge 
Hand has had his interpretation and con- 
struction of tax statutes colored, if not 
influenced, in numerous cases by adminis- 
trative practice of the Bureau of Internal 
Revenue.” While acknowledging the great 
weight which such practice, especially if 
long and well established, should be given, 
Judge Hand always kept in mind the im- 
perative that courts and “courts alone may 
in the end declare what a statute means.” ® 
Furthermore, said he, “administrative prac- 
tice may go far to control the meaning of a 
statute but we all have to take our chances 
on what the courts will in the end decide.’”™ 
Where such control ends and independent 
judgment begins is often, however, not sus- 
ceptible of determination. Subjective con- 
ditions frequently defy description. 


“The notion that because the words of a 
statute are plain, its meaning is also plain, 
is merely pernicious over-simplification.” * 


31 Commissioner v. Nevius, 35-1 ustc { 9227, 76 
F. (2d) 109, 111 (CCA-2), cert. den. 296 U. S. 
591 (1936) (concurring opinion). 

To what extent an executive agency such 
as the Bureau of Internal Revenue should, by 
its practice, be permitted ex parte to give mean- 
ing to equivocal words used by Congress is far 
beyond the scope of the present discussion, 
See, also, Brown, ‘‘Regulations Reenactment 
and the Revenue Acts,’’ 54 Harvard Law Review 
377 (1941); Griswold, ‘‘A Summary of the Regu- 
lations Problems,’’ 54 Harvard Law Review 398 
(1941). ; 

33 American Exchange Securities Corporation 
v. Helvering, 35-1 ustc {§ 9020, 74 F. (2d) 213, 
214 (CCA-2, 1934). 

% Commissioner v. Uniacke, 43-1 ustc { 9216, 
132 F. (2d) 781, 784 (CCA-2, 1942) (dissenting 
opinion); see also Bliss v. Commissioner, 1934 
CCH Standard Federal Tax Reports { 9042, 68 
F. (2d) 890, 893 (CCA-2) (dissenting opinion), 
aff'd 35-1 ustc § 9001, 293 U. S. 144 (1934). 

3% U. 8. v. Monia, 317 U. S. 424, 431 (1934) 
(dissenting opinion of Mr. Justice Frankfurter). 
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A study of Judge Hand’s opinions indicates 
that he is an ardent believer in that view 
expressed by Mr. Justice Frankfurter, his 
admirer, While adherence to the literal 
words of a statute is a permissible form of 
interpretation, it does not appeal to Judge 
Hand as an inexorable necessity. To him, 
“that is never a good way to find out what 
words really mean; whether in a statute, a 
will, a deed, a contract or when spoken. 
There is no way but to reinstate the cir- 
cumstances in which they were uttered, and 
discover how much a reasonable person 
would have understood them to include.” ™ 


Perhaps the best-known comment of Judge 
Hand on the over-all effect to be given 
word sequence in a tax statute is the 
following: 

“. . as the articulation of a statute in- 
creases, the room for. interpretation must 
contract; but the meaning of a sentence 
may be more than that of the separate 
words, as a melody is more than the notes, 
and no degree of particularity can- ever 
obviate recourse to the setting in which all 
appear, and which all collectively create.” ™ 


Although that concept is implicit in the 


decisions of other judges, no one, at least - 


in recent years, has so brilliantly expressed 
in a few words such a stimulating approach. 
Its implications are tremendous and far 
reaching. Only competent judges can be 
trusted with its use, for it affords not only 
a mature handling of statutory language 
but unfortunately also presents opportunities 
for judicial anarchy. 


Judge Hand’s refusal to be a literalist in 
construing tax statutes is not to be inter- 
preted as also a refusal to abide by the 
literal words on all occasions. Although 
“interpretation is the art of proliferating 
a plirpose which is meant to cover many 


% Pfeiffer v. Helvering, 37-1 ustc { 9118, 88 F. 
(2d) 3, 6 (CCA-2) (dissenting opinion), aff’d 
37-2 ustc § 9572, 302 U. S. 247. In Central 
Hanover Bank & Trust Company v. Commis- 
sioner, 47-1 ustc { 10,537, 159 F. (2d) 167, 169 
(CCA-2), cert. den. 331 U. S. 836 (1947), Judge 
Hand reiterated his fear of literalism in statu- 
tory construction in the following terms: 


“There is no more likely way to misapprehend 
the meaning of language—be it in a constitu- 
tion, a statute, a will or a contract—than to 
read the words literally, forgetting the object 
which the document as a whole is meant to 
secure. Nor is a court ever less likely to do 
its duty than when, with an obsequious show 
of submission, it disregards the overriding pur- 
pose because the particular occasion which has 
arisen, was not foreseen. That there are hazards 
in this is quite true; there are hazards in all 
interpretation, at best a perilous course be- 
tween dangers on either hand; but it scarcely 
helps to give so wide a berth to Charybdis’s 


Learned Hand 


occasions so that it shall be best realized 
upon the occasion in question,” * where the 
court has no certain guides, the colloquial 
meaning of the words is itself one of the 
most reliable tests of purpose. Thus, in 
many instances Judge Hand has not eschewed 
following the literal meaning of words.” 


Coming to the federal bench when the 
general rule of construing tax statutes was 
to resolve all doubts against the taxing 
authority, Judge Hand has been in the fore- 
front of those who have broken away from 
such a narrow and traditional viewpoint. 
The heart of his approach to the complex 
task of construing tax statutes can best be 
summarized in the following attitude: 


“Indeed, nothing is so likely to lead us 
astray as an abject reliance upon canons 
of any sort; so much the whole history of 
verbal interpretation teaches, if it teaches 
anything. At times one is more likely to 
reach the truth by an unanalyzed and in- 
tuitive conclusion from the text as a whole, 
than by following, step by step, the ac- 
credited guides.” “ 


‘ 

These words clearly indicate that they 
were uttered by a man who fully realizes 
the challenge which statutory language al- 
ways poses but who is not fearful of meet- 
ing that challenge. That is a far cry from 
the easy, but stultifying, a priori adherence 
to superficial rules of statutory construction. 
To the extent that Judge Hand has had a 
part in laying bare the real difficulties of 
interpreting tax statutes, he has made a 
lasting contribution to realistic jurisprudence. 


Tax Avoidance 
and ‘“‘Business Purpose”’ 


Perhaps Judge Hand is quoted more 
often than any other judge on the tantaliz- 


maw that one is in danger of being impaled 
upon Scylla’s rocks.’’ 

“Words are chameleons, which reflect the 
color of their environment.’’ Commissioner v. 
National Carbide Company, 48-1 ustc {| 9229, 167 
F. (2d) 304 (CCA-2), aff’d 49-1 ustrc { 9223, 336 
U. S. 422. 

31 Helvering v. Gregory, 1934 CCH Standard 
Federal Tax Reports { 9180, 69 F. (2d) 809, 810 
(CCA-2), aff’d 35-1 ustc { 9043, 293 U. S. 465. 

38 Brooklyn National Corporation v. Commis- 
sioner, 46-2 ustc J 9309, 157 F. (2d) 450 (CCA-2), 
cert. den. 329 U. S. 733 (1946). 

9% See, also, Twinboro Corporation v. Commis- 


“sioner, 45-1 ustc | 9291, 149 F. (2d) 574 (CCA-2); 


Commissioner v. Pierce, 45-1 ustc { 9123, 146 F. 
(2d) 388 (CCA-2, 1944). 

40 Van Vranken ¥v. Helvering, 40-2 ustc {| 9807, 
115 F. (2d) 709, 711 (CCA-2), cert. den. 313 
U.S. 585 (1941). 

41See Frankfurter, ‘‘Some Reflections on the 
Reading of Statutes,”” 47 Columbia Law Review 
527 (1941). 


471 





ing subject of tax avoidance. Sooner or 
later every judge who determines tax con- 
troversies is plagued with the issue of what 
significance a tax-saving motive should be 
given. Sooner or later, also, a conscientious 
judge will find that he can only search for 
the least erroneous solution of an otherwise 
insoluble problem. To Judge Hand the 
purpose of avoiding, or even evading, tax is 
itself immaterial in determining the tax con- 
sequences of an event or transaction consum- 
mating such purpose.” That view has been 
expressed with varying emphasis: “Any- 
one may so arrange his affairs that his taxes 
shall be as low as possible; he is not bound 
to choose that pattern which will best pay 
the Treasury; there is not even a patriotic 
duty to increase one’s taxes.”“ “Over and 
over again courts have said that there is 
nothing sinister in so arranging one’s af- 
fairs as to keep taxes as low as possible. 
Everybody does so, rich or poor, and all do 
right, for nobody owes any public duty to 
pay more than the law demands: taxes are 
enforced exactions not voluntary contribu- 
tions. To demand more in the name of 
morals is mere cant.” “ 


When one turns to the cases wherein 
Judge Hand has had to implement and 
effectuate his views on tax avoidance, he 
soon finds, however, that what Judge Hand 
really means is that tax avoidance is, 
theoretically at least, a legally neutral factor. 
That does not prevent Judge Hand from 
probing beneath the surface of superficial 
acts supported by equally superficial docu- 
ments. In his view, the “Treasury cannot 
be fobbed off with words, however ingeni- 
ously contrived.” “ Furthermore, taxpayers 
should not be permitted to escape their 
just share of the total tax burden through 
a “curious vestigial faith in the power of 
the written word” or through a “curious 
reliance upon the efficacy of verbal ritual 
which so often pervades efforts to evade 
taxation,” “ nor should a taxpayer be re- 
lieved of paying what he concededly owes 


4 Bowers v. New York Trust Company, 1926 
CCH Standard Federal Tax Reports { 7022, 9 F. 
(2d) 548 (CCA-2, 1925); DeLoss v. Commissioner, 
1 ustc J 333, 28 F. (2d) 803 (CCA-2, 1928), cert. 
den. 279 U. S. 840 (1929); Matchette v. Helver- 
ing, 36-1 ustc { 9068, 81 F. (2d) 182 (CCA-2), 
cert. den. 298 U. S. 677 (1936); Fletcher v. 
Commissioner, 47-2 ustc § 9379, 164 F. (2d) 182 
(CCA-2), cert. den. 333 U. S. 855 (1948); Com- 
missioner v. Newman, 47-1 ustc § 9175, 159 F. 
(2d) 848 (CCA-2), cert. den. 331 U. S. 859 (1947); 
Slifka v. Commissioner, 50-1 ustc § 9314, 182 F. 
(2a) 345 (CCA-2). 

43 Helvering v. Gregory, cited at footnote 37. 

“ Commissioner v. Newman, cited at foot- 
note 42. 


merely because the merits of the controversy 
at hand have become “enmeshed in a web of 
verbiage.” * 


Allied with the generic concept of tax 
avoidance—or, as it is more euphemistically 
called, “tax minimization”—is the technique 
of literal compliance with statutory formulae. 
For two decades following the adoption of 
the Sixteenth Amendment, literal compli- 
ance with the terms of the statute seemed 
generally to be sufficient as a basis for de- 
termining tax consequences. That technique 
was very common in formulating so-called 
“tax-free reorganizations” following the en- 
actment of the Revenue Act of 1921. In 
1935 the Supreme Court lessened substan- 
tially the attractiveness of such a technique, 
if it did not completely destroy it.® 


In 1928 Mrs. Gregory, who owned all the 
stock of United Mortgage Corporation, 
effected a transfer of some of its assets 
(consisting of Monitor Securities Corpora- 
tion stock) to newly formed Averill Corpo- 
ration, also wholly owned by her. Upon 
receiving the Monitor stock, Averill distri- 
buted it to her as a liquidating dividend 
and then immediately went out of existence. 
Its corporate life was six days. Mrs. Gregory 
sold the Monitor stock and reported capital 
gain determined after giving effect to the 
basis provisions of the tax-free reorganiza- 
tion sections of the Revenue Act of 1928. 
The Commissioner of Internal Revenue as- 
serted an income tax deficiency against Mrs. 
Gregory, contending that the Averill Corpo- 
ration should be disregarded, that there was 
therefore no tax-free reorganization under 
the 1928 act and that, accordingly, the 
amount received by her on the sale should 
be treated as a dividend distribution from 
United Mortgage Corporation. The Board 
of Tax Appeals, however, reversed the 
Commissioner’s determination.” The Circuit 
Court of Appeals for the Second Circuit, 
through Judge Learned Hand,. reversed the 
Board, holding that there was no tax-free 
reorganization, even though there was com- 


45 Electrical Securities Corporation v. Commis- 
sioner, 37-2 ustc { 9529, 92 F. (2d) 593, 595 
(CCA-2). 

46 Seifert v. Commissioner, 46-2 ustc { 9363, 
157 F.. (2d) 719 (CCA-2). 

47 Smith v. Hoey, 46-1 ustc J 9191, 153 F. (2d) 
846 (CCA-2). 

#% Insular Sugar Refining Corporation v. Com- 
missioner, 46-2 ustc {| 9362, 157 F. (2d) 673, 674 
(CCA-2). 

# Gregory v. Helvering, cited at footnote 37; 
see Paul, Studies in Federal Taxation, 3d Series, 
pp. 89-134 (1940). 

5© CCH Dec. 7841, 27 BTA 223 (1933). 
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plete literal compliance with all the terms 
of the reorganization provisions of the 1928 
act. In affirming the decision of the Circuit 
Court of Appeals, the Supreme Court enuc- 
jiated a doctrine of “business purpose” which 
has spread beyond the confines of the 
Gregory-type transaction.” 


The importance of Gregory v. Helvering, 
for the purpose of this discussion, lies in 
the fact that although the precise words 
“business purpose” were used by the Su- 
preme Court, and not by Judge Hand, the 
basic premise of that concept was implicit 
in the circuit court opinion. He referred to 
the idea of “business purpose” as follows: 


“The purpose of the section [Section 112 
(i), Revenue Act of 1928] is plain enough; 
men engaged in enterprises—industrial, com- 
mercial, financial, or any other—might wish 
to consolidate, or divide, to add to, or sub- 
tract from, their holdings. Such transac- 
tions were not to be considered as ‘realizing’ 
any profit, because the collective interests 
still remain in solution. But the underlying 
presupposition is plain that the readjust- 
ment shall be undertaken for reasons germane 
to the conduct of the venture in hand, not 


as an ephemeral incident, egregious to its 


prosecution. To dodge the shareholders’ 
taxes is not one of the transactions con- 
templated as corporate ‘reorganization’.” ™ 


. 


When the Commissioner of Internal Reve- 
nue promulgated income tax Regulations 86 
under the Revenue Act of 1934, he took 
over Judge Hand’s concept of “germane- 
ness”—and not “business purpose”’—in the 
definition of a reorganization. That con- 
cept has been retained in all succeeding 
income tax regulations.™ 


51 Cited at footnote 37. 

8 Cited at footnote 37, at p. 811. 

33 ‘Moreover, the transaction, or series of 
transactions, embraced in a plan of reorgani- 
zation must not only come within the specific 
language of Section 112 (g) (1) but the read- 
justments involved in the exchanges effected in 
the consummation thereof must be undertaken 
for reasons germane to the continuance of busi- 
ness of a corporation, a party to the reorgani- 
zation.’’ Regs. 86, Art. 112 (g)-3. 

5 Regs. 94 and 101, Art. 112 (g)-2; Regs. 103, 
Sec. 19.112 (g)-2; Regs. 111, Sec. 29.112 (g)-2. 

% 35-2 ustc {§ 9493, 79 F. (2d) 14 (CCH-2), 
cert. den. 296 U. S. 641 (1935). 

*® See, also, Sage v. Commissioner, 36-1 ustc 
1 9223, 83 F. (2d) 221, 225 (CCA-2) (dissenting 
opinion). In Electrical Securities Corporation 
v. Commissioner, cited at footnote 45, Judge 
Hand observed that ‘‘the avoidance or suspen- 
sion of taxes is not a business’’ in a factual 
situation not dissimilar from that of the Gregory 
case. The Gregory decision was followed. But 
see Helvering v. Schoellkopf, 38-2 ustc { 9607, 
100 F. (2d) 415 (CCA-2). 


Learned Hand 


It was not long after the Gregory case 
that Judge Hand was obliged to apply the 
“business purpose” test or the “germane 
conduct” test to a factual situation some- 
what more complex than that obtaining in 
the Gregory case. In Chisholm v. Commis- 
sioner™ a partnership formed for the ex- 
press purpose of saving income taxes was 
upheld as a bona-fide device to effectuate 
the purpose of the partners. The circuit 
court, through Judge Hand, distinguished 
Gregory v. Helvering on the ground that in 
that case there was only an intent to draw 
up papers and not to create corporations. 
Here, however, the court held a real part- 
nership satisfying all the tests of local law 
had been formed. The purpose of the part- 
nership to escape taxation was merely a 
“legally neutral” purpose.” 

Because of the Gregory case, federal courts 
since 1935 have had to wrestle with the 
problem as to how strong the motive to 
save taxes can be without losing its “legally 
neutral” character. Even today there is no 
certain test as to whether the desire to 
Save taxes is or is not part of “business 
purpose.” Yet, to Judge Hand—an arch 
exponent of the view that motive to save 
taxes, per se, is legally unobjectionable—it 
is now clear that “escaping taxation is not 
‘business’ in the ordinary meaning.” ™ Further- 
more, to him also, the Gregory doctrine “is 
not limited to cases of corporate reorganiza- 
tions. It has a much wider scope; it means 
that in construing words of a tax statute 
which described commercial or industrial 
transactions we are to understand them to 
refer to transactions entered upon for com- 
mercial or industrial purposes and not to 
include transactions entered upon for no 
other motive but to escape taxation.” ® 


3t National Investors Corporation v. Hoey, 
44-2 ustc { 9407, 144 F. (2d) 466, 468 (CCA-2). 

388 Commissioner v. Transport, Trading & Ter- 
minal Corporation, 49-2 ustc { 9337, 176 F. (2d) 
570, 572 (CA-2), cert. den. 339 U. S. 916 (1950). 
In this case the taxpayer distributed to its 
parent shares of stock it had held for many 
years in another company. At the time of the 
distribution, the taxpayer had an option to sell 
that stock to a third party. The parent con- 
summated the sale. The court held that the 
gain realized by the parent was properly tax- 
able to the taxpayer. 

In Slifka v. Commissioner, cited at footnote 
42, at p. 346, involving the validity of a part- 
nership, Judge Hand described the Gregory 
“doctrine, as applied to partnerships, as follows: 

= whether an association, or joint ven- 


ture, which satisfies all formal requirements 
and may be valid-as between the parties, has 
been created to promote the conduct of their 
business in any other way than by reducing 
taxes. That this makes motive a test of taxa- 
bility is true enough; but it is equally true that 

(Footnote continued on following page) 
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Thus, what started out in 1935 as a 
judicial gloss simply on the meaning of 
“corporation,” for purposes of the reorgani- 
zation provisions of the income tax laws, 
has now burgeoned into a philosophy of 
tax-statute construction and interpretation 
the scope of which is still expanding.” 
While, of course, such expansion has been 
accelerated by Supreme Court decisions 
in the Court Holding Company,” Tower™ 
and Lusthaus® cases, Judge Hand’s part in 
that process is firmly established. Perhaps 
the best clue to the basis for his participa- 
tion is to be found in the following remarks 
reported to have been made by him from 
the bench: 


“T have been violently criticized by the 
tax lawyers for having originated a revolu- 
tionary doctrine in the Gregory case, where- 
as all that I did was to note the plain 
intention of Congress which tax practitioners 
had preferred to ignore in order that they 
might be able to provide simple methods 
of tax avoidance for their clients.” * 


Whether or not the doctrine in the 
Gregory case was revolutionary in 1935, 
Judge Hand’s name will be always linked 
with it. 


Judicial Review 
of Tax Court Decisions 


In 1924 Congress created the United 
States Board of Tax Appeals to afford tax- 
payers an opportunity to have income, estate 
and gift tax deficiencies proposed by the 
Commissioner reviewed by an agency in- 
dependent of the Bureau of Internal Reve- 
nue.“ Originally, decisions of the board 


(Footnote 58 continued) 

it makes it so only when the reduction of taxes 
is the sole motive. That does not mean that 
‘business’ may not be so conducted as best to 
keep down taxes; but it does mean that keeping 
down taxes is not of itself ‘business’.’’ 

In Sidney Kocin, Trustee v. U. 8., 51-1 uste 
9203, 187 F. (2d) 707, 708 (CA-2), the court, 
Judge Hand sitting, in a per curiam_opinion 
described a partnership, formed to take over 
selling functions previously performed by the 
taxpayer corporation as follows: ‘‘the partner- 
ship served no business purpose. In keeping 
with the decisions, it could be called a ‘sham’, 
a ‘disguise’, a ‘masquerade’, a ‘subterfuge’, a 
‘make-believe’, a ‘mere pretense’, a ‘mask’, a 
‘screen’, a ‘veil’, an ‘artifice’, a ‘ruse’, or other 
names, supplied by the dictionary, which indi- 
cate that it does not succeed as an insulator of 
the corporation from tax liability.”’ 

5 Cf. Fairfield Steamship Corporation v. Com- 
missioner, 46-2 ustc { 9322, 157 F. (2d) 321 
(CCA-2), cert. den. 329 U. S. 774 (1946), as to 
when a “‘liquidation’’ which satisfies literally 
the terms of Code Sec. 112 (b) (6) is still not 
a liquidation within the scope of that section. 


were not binding on the losing party, but 
in 1926 adverse decisions could be appealed 
only to the several circuit courts of ap- 
peal.“ For 20 years following the estab- 
lishment of the board, the power of a 
circuit court to affirm, modify or reverse a 
board decision was considered not different 
from the power to review a district court 
decision.” In 1943, however, Dobson v, 
Commissioner," in which the Supreme Court 
of the United States imposed severe shackles 
and restrictions on the power of the circuit 
courts to review board decisions, burst upon 
the judicial horizon. The premise of the 
Supreme Court was that the Board of Tax 
Appeals (later to become the Tax Court 
of the United States)® was, in effect, a 
body of tax specialists whose decisions and 
judgments on at least mixed questions of 
law and fact should not be overturned by 
judges of appellate courts whose contacts 
with tax problems were normally only 
casual, incidental or fortuitous.” Judge 
Hand’s personal reaction when the Dobson 
decision was announced is not known to 
this writer. His judicial pronouncements, 
however, reveal a technically correct at- 
titude but are not without a slight tingle of 
Homeric laughter. 


In Sala v. Commissioner the problem was 
whether the taxpayer, as sole stockholder, 
realized dividend income when her corpora- 
tion wrote off her debt to it as uncollectible. 
The Tax Court had sustained the Commis- 
sioner, but the circuit court reversed, Judge 
Hand saying: 


“The Tax Court apparently came to its 
conclusion largely because the taxpayer had 
never returned any part of the borrowed 
proceeds as dividends in the years she with- 


® Commissioner v. Court Holding Company, 
45-1 ustc J 9215, 324 U.S. 331. 

61 Commissioner v. Tower, 46-1 ustc { 9189, 327 
U. S. 280. 

6 Tusthaus v. Commissioner, 46-1 ustc { 9190, 
327 U. S. 293. 

6 These remarks are stated to have been made 
on June 16, 1938, during the oral argument of 
Cogan v. Commissioner, 38-2 ustc { 9430, 97 F. 
(2d) 996 (CCA-2). See Paul, Studies in Federal 
Taxation, 3d Series, p. 125, n. 56 (1940). 

* Title IX, Revenue Act of 1924. See, also, 
Rice, ‘‘Law, Fact, and Taxes: Review of Tax 
Court Decisions Under Section 1141 of the 
Internal Revenue Code,’’ 51 Columbia Law 
Review 439 (1951). 

® Title IX, Revenue Act of 1924, as amended 
by Sec. 1000, Revenue Act of 1926. 

% Rice, article cited, footnote 64. 

6 44-1 ustc § 9108, 320 U. S. 489 (1943). 

* Sec. 504, Revenue Act of 1942. 

® Paul, “Dobson v. Commissioner: The 
Strange Ways of Law and Fact,’’ 57 Harvard 
Law Review 1077 (1940). 
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drew them; and because it feared that to 
countenance such devices might prove a 
ready mask for fraud. The first reason is 
clearly not sound; for, if the borrowings 
were not what they appeared, but dividends 
in disguise, there were in fact no debts to 
release in 1935, and no income could possibly 
be taxed in that year. So far as concerns 
the facility for fraud which the taxpayer’s 
success may provide, it is certainly not toler- 
able in any system of law to take the prop- 
erty of those who have been innocent, 
because others may conceal their frauds by 
false transactions similar in form to those 
which were honestly employed in the in- 
stance in question. The Tax Court has not 
found, and could not have pointed to any 
evidence in support, if it had found, that any 
of the transactions were in fact fictitious, or 
in the least tainted. There was no dispute of 
fact; the question was only whether the 
resolutions did in law release the debts. 
Unless we have power to review such a ques- 
tion, we have no jurisdiction whatever.” ™ 
(Italics supplied.) 


Thus, Judge Hand was not giving up juris- 
diction to review what one would have 


thought was not reviewable under the Dobson . 


rationale. 


Kirschenbaum v. Commissioner™ presented 
another opportunity to Judge Hand for 


applying the Dobson rule. A corporation pur- 
chased shares from the taxpayer, a stock- 
holder, out of accumulated earnings and 
held such shares as treasury stock subject 


to resale. The Tax Court had held the 
purchase effected a dividend distribution un- 
der Section 115 (g)™ and the circuit court 
affirmed on the principal ground that a plain- 
ly erroneous legal proposition did not emerge 
from the record. In Alpers v. Commissioner ™ 
the same court had held that “treasury 
shares” were neither “redeemed or can- 
celled” as required under Section 115 (g) of 


7 45-1 ustc f 9114, 146 F. (2d) 228, 230 (CCA-2, 
1944), rev’g CCH Dec. 12,852, 47 BTA 850 (1942). 
In Commissioner v. Flushingside Realty Com- 
pany, 45-1 ustc { 9290, 149 F. (2d) 572, 573 
(CCA-2), cert. den. 326 U. S. 574 (1945), Judge 
Hand reversed the Tax Court because of absence 
of evidence to support the Tax Court’s finding. 
To him, the Dobson case did not make Tax 
Court decisions so invulnerable; if it did, there 
might be constitutional doubts ‘‘as to such 
complete abdication.”’ 

"CCH Dec. 14,472(M), 4 TCM 342 (1945), 
aff'd 46-1 ustrc { 9231, 155 F. (2d) 23 (CCA-2), 
cert. den. 329 U. S. 726 (1946). 

™Code Sec. 115 (g): ‘‘(g) Redemption of 
Stock.—If a corporation cancels or redeems its 
stock (whether or not such stock was issued as 
a stock dividend) at such time and in such 
Manner as to make the distribution and can- 


Learned Hand 


the Code. Hence, the question remained in 
the Kirschenbaum case whether to follow the 
Alpers decision, because the stock sold by Kir- 
schenbaum was retained as treasury stock. 
Judge Hand’s resolution of that dilemma is 
illuminating: ™ 


“One point remains. Section 115 (g) ap- 
plies only when the shares have been ‘cancelled 
or redeemed,’ and in Alpers v. Commissioner 

. . as we have already said, we held that 
‘treasury shares’ were neither. That ques- 
tion did not arise in Commissioner v. Estate 
of Bedford, supra, 325 U. S. 283, 65 S. Ct. 
1157, and could not, because the old shares 
were concededly ‘cancelled’ in the ‘reorgan- 
ization’ there before the court. Hence, we 
can see no reason why our ruling in Alpers 
v. Commissioner . . . should not have the 
same authority as any other of our decisions, 
should the question arise in a District Court; 
for it has never been intimated that the de- 
cisions of the Tax Court have that finality as 
precedents, which they have when under re- 
view. That there should be one answer when 
the taxpayer pays his assessment and sues 
to recover it, and another when he resists 
collection, may appear inconsistent; but, if 
consistency is eventually to prevail, it has 
not done so yet.” (Italics supplied.) 


The best hint as to Judge Hand’s reaction 
to the Dobson case is to be found in Ameri- 
can Coast Line, Inc. v. Commissioner. There 
the issue was whether the Tax Court had 
jurisdiction to review the Commissioner’s 
denial of the benefits of Section 722™ for 
1940 if the taxpayer had not paid the defi- 
ciency from which the appeal to the Tax 
Court had been taken. The Tax Court itself 
had held it was without jurisdiction, and the 
Circuit Court affirmed, but not without 


more than a trace of judicial legpulling by 
Judge Hand: 


“It is of course not our province to fix 
the distribution of judicial power; least of 


cellation or redemption in whole or in part 
essentially equivalent to the distribution and 
cancellation or redemption in whole or in part 
essentially equivalent to the distribution of a 
taxable dividend, the amount so distributed in 
redemption or cancellation of the stock, to the 
extent that it represents a distribution of earn- 
ings or profits accumulated after February 28, 
1913, shall be treated as a taxable dividend.”’ 

73 42-1 ustc {| 9297, 126 F. (2d) 58 (CCA-2). 
- % Cited at footnote 71, at p. 25. 

™% The case arose on a petition in December, 
1942, after Sec. 722 (granting excess profits tax 
relief in certain cases to corporations using the 
earnings method of computing their excess 
profits credit) had been amended by the Rev- 
enue Act of 1942 to require payment of tax 
without benefit of Sec. 722 as a prerequisite to 
obtaining such relief. 
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all are we in a position to measure the higher 
authority which the Tax Court’s constant 
occupation in its special field should give 
to its rulings, as distinct from ours in our 
sprawling jurisdiction, We can think of no 
legal question as to which we ought more 
readily yield than that at bar; in that thicket 
of verbiage, through which we have been 
forced to cut a way, it must surely be an 
advantage to have been familiar with other 
tangles of the same general sort; and, while 
it is the pleasure of Congress to express it- 
self so apocalyptically, we may well be 
grateful that we are permitted to put our hand 
into those of accredited pathfinders.”™ 
(Italics supplied.) 


Shortly thereafter Judge Hand again aired 
his views about the function of Tax Court 
judges. A parent corporation, for business 
reasons, organized subsidiaries to manufac- 
ture and sell products. The parent furnished 
assets and managed their properties; in re- 
turn, it took all their profits over 6 per cent. 
The Tax Court had held™ that the subsid- 
iaries were taxable only on 6 per cent of the 
profits, but the circuit court reversed, hold- 
ing that they were taxable on the entire 
amount. 


In explaining the reason for the reversal, 
Judge Hand let loose another blast—albeit 
politely—as to the restrictions of the Dob- 
son rule as follows: 


“There remains only the vexed: question 
whether we should yield our own judgment 
to that of the Tax Court. The facts are not 
in dispute, for the argument is plainly un- 
tenable that the Tax Court’s declaration 
that the income from the three businesses 
‘was the income and property of Airco as 
principal,’ was a finding of fact; on the con- 
trary, that was exactly the issue on which 
the whole case turned. . . . Concededly, it is 
impossible to lay down any general prin- 
ciple to distinguish those situations in 
which a ‘clear-cut question of law’ arises; 
and even more so to distinguish those in 
which we should treat the Tax Court’s gen- 
eral familiarity with the subject-matter as 


16 47-1 ustc | 5906, 159 F. (2d) 665, 669 (CCA-2), 
aff’'g CCH Dec. 14,924, 6 TC 67 (1946). See also 
Commissioner v. Maresi, 46-1 ustc J 10,276, 156 
F. (2d) 929 (CCA-2), involving affirmance of the 
Tax Court’s use of certain tables to ascertain 
expectancy of continued celibacy of decedent’s 
ex-wife in arriving at estate tax liability. Cf, 
Andrews v. Commissioner, 43-1 ustc { 9362, 135 
F. (2d) 314, 319 (CCA-2) (dissenting opinion), 
cert. den. 320 U.S. 478 (1943). 

™ National Carbide Corporation, 
15,681, 8 TC 594 (1947). 
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conferring upon its decisions greater im- 
munity from review than the decisions of 
other courts. We cannot believe, however, 
that even such specialists as the judges of that 
court are to be deemed in a better position to 
interpret the meaning of novices than the 
novices themselves; rather the .opposite. Yet 
what this appeeal in the end comes down to is 
whether ‘lay judges’—so to say—shall deter- 
mine the meaning of other ‘lay judges’ without 
weighting the scales in favor of an earlier 
decision of ‘expert judges. If they-are not 
free to do so, we find it hard to imagine a case 
in which they ever could be.”™ (Italics sup- 
plied.) 


In the meantime, Congress, importuned 
to nullify the Dobson rule, took steps to 
amend Section 1141 relating to judicial re- 
view of Tax Court decisions. Effective Sep- 
tember 1, 1948, the courts of appeal were 
vested with exclusive jurisdiction to review 
Tax Court decisions “in the same manner 
and to the same extent as decisions of the 
district courts in civil actions tried without 
a jury.” ™ Dobson v. Commissioner was rele- 
gated to the museum of judicial relics. 


What now of the special-competence the- 
ory applicable to Tax Court judges? There 
is much to the argument that the definite 
aim of the 1948 amendment to Section 1141 
of the Code was to make courts of appeal 
give no legal significance to any “claimed 
expertise of the Tax Court.” Whether or 
not such was the express purpose of the 
1948 amendment, it is hardly likely the spe- 
cial-competence feature will again be ad- 
verted to by appellate courts in the future.” 
Who is to say that Judge Hand’s verbal 
thrusts did not contribute substantially to 
the enactment of legislation which over- 
ruled the Dobson case? 


Miscellany 


The number and variety of tax cases in 
which Learned Hand has written opinions 
necessitate, because of the exigencies of 
space, only a selective offering. His contri- 


7% Commissioner v. National Carbide Corpora- 
tion, cited at footnote 36, at p. 307-308. See, 
however, for different views as to the qualifica- 
tions of Tax Court judges, Commissioner v. 
Texas-Empire Pipe Line Company, 49-2 ustc 
{ 9335, 176 F. (2d) 523 (CA-10), and, interest- 
ingly enough, Commissioner v. Murray, 49-1 
ustc { 9285, 174 F. 2d 816, 818 (CA-2). Cf. Hartz 
v. Commissioner, 48-2 ustc { 9393, 170 F. (2d) 
313 (CA-8). 

Sec. 36, P. L. No. 773, 80th Cong., 52 Stat. 
860 (1948). 

8 Rice, article cited, footnote 64, at p. 452. 
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butions to tax law are, of course, wider than 
those adverted to in these pages. The addi- 
tional examples mentioned below merely 
help to indicate the wealth of his tax ex- 
perience and the scope of his impact on the 
development of tax law. Even in the days 
when courts generally held that a tax statute 
should be construed most strictly against 
the sovereign, it was customary for the 
same courts to hold that an exemption must 
be strictly construed in favor of the sov- 
ereign. Judge Hand’s contribution in this 
field is not exceptional, but it is interesting 
to note his views. 


In Slee v. Commissioner;* Judge Hand held 
that gifts to the American Birth Control 
League were not deductible from gross in- 
come as contributions under the Revenue 
Acts of 1921, 1924 and 1926. The Court 
found, affirming the Board of Tax Appeals, 
that the “propaganda” activities of the league 
were not exclusively charitable, educational 
or scientific. It felt that there was enough 
to warrant such a finding, even though edu- 
cational, charitable and scientific purposes 
might still include convincing legislatures. 
The Slee case was decided under statutes 
which did not contain any express prohibi- 
tion against deductibility of contributions 
to otherwise charitable, educational or sci- 
entific institutions which engaged in propa- 


ganda.” Four years later, in 1934, Congress 
amended the law, incorporating the ration- 
ale of the Slee case and barring specifically 
the deductibility of contributions to relig- 
ious, charitable, scientific and educational 
organizations engaging in legislative propa- 
ganda.” Primarily of historic interest at 


present, the Slee case is nevertheless an 
excellent example of Judge Hand’s refusal 
to impose upon himself a prohibition against 
so-called judicial legislation. 


Perhaps one of the outstanding cases in 
the development of tax-exemption concepts 
is that of Roche’s Beach, Inc. v. Commis- 
sioner.* In that case the circuit court, Judge 
Hand dissenting, held that a business cor- 


812 ustc 7 552, 42 F. (2d) 184 (CCA-2, 1930). 

82 Sec. 214 (a) (11), Revenue Act of 1921; Sec. 
214 (a) (10), Revenue Acts of 1924 and 1926. 

83 See, for example, Sec. 23 (0) (2), Revenue 
Act of 1934, and subsequent statutory counter- 
Parts. 

§ 38-1 ustc {| 9302, 96 F. (2d) 776 (CCA-2). 

8 Cf. Universal Oil Products Company v. 
Campbell, 50-1 ustc { 9260, 181 F. (2d) 451 
(CA-7), cert. den. 340 U. S. 850 (1950); Com- 
missioner v. Battle Creek, Inc., 42-1 ustc { 9348, 
126 F. (2d) 405 (CCA-5); Commissioner v. Orton, 
49-1 ustc J 9225, 173 F. (2d) 483 (CA-6). 

851-1 ustc {§ 9360, 190 F. (2d) 120 (CA-3), 
rev’g CCH Dec. 17,652, 14 TC 922 (1950). 
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poration, all of the income of which went 
to a concededly tax-exempt organization, 
was itself tax exempt. For 12 long years 
the Commissioner of Internal Revenue chafed 
under that decision. A number of other 
courts of appeal followed Roche’s Beach.™ 
The most recent instance of the persuasive 
character of the Roche’s Beach decision is 
to be found in C. F. Mueller Company v. 
Commissioner.* In that case the Court of 
Appeals for the Third Circuit, reversing the 
Tax Court, held that a corporation organ- 
ized to acquire the business of an estab- 
lished company engaged in the manufacture 
and sale of macaroni and similar products 
and to devote all its assets and income to 
the benefit of the New York University Law 
School was exempt from taxation under 
Section 101 (6) of the Code. 


To the extent that Judge Hand dissented 
from the Roche’s Beach decision in 1938, he 
appears to have guessed wrongly. The grounds 
of his dissent, however, were in a sense 
prophetic of the need for legislation to over- 
come the effect of the Roche’s Beach decision. 
That legislation, slow in coming because of 
the peculiarities of politics, was ultimately 


- enacted in 1950." For 1951 and subsequent 


years, a feeder corporation, such as was 
Roche’s Beach, Inc., will no longer enjoy 
tax exemption, even though all of its income 
and operations are devoted and carried on 
exclusively for the benefit of an otherwise 
tax-exempt organization.” 


Imagination and the willingness to trace 
new paths are attributes not possessed by 
many judges. Whatever one might say of 
Judge Hand, it must be conceded that he 
possesses a rare amount of such imagina- 
tion and willingness. Twenty years ago he 
rendered a decision which has been exceed- 
ingly provocative in the thinking about the 
tax effects of so-called tax-free reorganiza- 
tions. Today, his views, once considered so 
novel, are taken for granted. In Commis- 
sioner v. Sansome,” Judge Hand held, re- 
versing the Board of Tax Appeals,” that 


8 Title III, Revenue Act of 1950. See Com- 
ment, 60 Yale Law Journal 851 (1951). 

8% In Sun-Herald Corporation v. Duggan, 47-1 
ustc { 9182, 160 F. (2d) 475 (CCA-2), Judge 
Hand held that a corporation originally organ- 
ized to operate a newspaper for profit of its 
Sole stockholder could not be treated as having 
been organized for educational or similar pur- 
Poses, even though such corporation was later 
engaged in holding: property for a museum to 
which the sole stockholder had bequeathed his 
stock. 

83 ustc § 978, 60 F. (2d) 931 (CCA-2, 1932), 
cert. den. 287 U. S. 667 (1932). 

® CCH Dec. 6865, 22 BTA 1171 (1931). 
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where all the assets of a corporation had 
been transferred to another corporation in 
a tax-free reorganization under Section 202 
of the Revenue Act of 1921, the earnings 
and profits of the transferor corporation 
were deemed to have become the earnings 
and profits of the transferee corporation. 
Consequently, a distribution by the trans- 
feree corporation out of such earnings, it 
having no profits of its own, was held to 
be a taxable dividend. The fact that for local 
corporate purposes the earnings of the 
transferor were considered “capitalized” was 
of no tax significance. This so-called San- 
some doctrine was accepted by other circuit 
courts of appeal and also by the Supreme 
Court.” As in the case of the Gregory doc- 
trine, Judge Hand’s name will also be linked 
with the establishment of the Sansome doc- 
trine—two out-of-the-ordinary contributions. 


In the Sansome case Judge Hand was faced 
with the never-ending troublesome task of 
picking out what is “form” and what is 
“substance.” He resolved that difficulty as 
follows: 


“It appears to us extremely unlikely that 
what was not ‘recognized’ as a sale or dis- 
position for the purpose of fixing gain or 
loss, should be ‘recognized’ as changing 
accumulated profits into capital in a section 
which so far overlapped the later. That in 
substance declared that some corporate 
transactions should not break the continuity 
of the corporate life, a troublesome question 
that the courts had beclouded by recourse 
to such vague alternatives as ‘form’ and 
‘substance,’ anodynes for the pains of rea- 
soning, The effort was at least to narrow 
the limits of judicial inspiration ....”™ 


In addition to establishing firmly a princi- 
ple of tax law almost singlehandedly, Judge 
Hand has enriched tax literature by his 
succinct analysis of the form-substance di- 
lemma, so that today the colorful phrase 
“anodynes for the pains of thinking” has 
become well known. It undoubtedly will re- 
main a quotable quote for many years to 
come. 


In two comparatively recent decisions, 
Judge Hand has laid down some rules which 
bid fair to make no small mark. First, in 


12U. 8S. v. Kauffmann, 1933 CCH Standard 
Federal Tax Reports { 9098, 62 F. (2d) 1045 
(CCA-9); Murchison v. Commissioner, 35-1 ustc 
1 9262, 76 F. (2d) 641 (CCA-5); Commissioner v. 
Munter, 47-1 ustc { 9241, 331 U. S. 210. But see 
Commissioner v. Phipps, 49-1 ustc { 9204, 336 
U. S. 410, holding that deficits in earnings and 
profits do not follow assets in transfers under 
tax-free reorganizations. 

* Cited at footnote 89, at p. 933. 


Williams v. McGowan™ he held (Judge 
Frank dissenting) that where the taxpayer 
had sold a hardware business as a going 
concern, including accounts receivable, fix- 
tures and merchandise inventory, the entire 
business was not to be treated as a single 
piece of property representing a capital 
asset. The assets sold must be “comminuted 
into its fragments” to determine which are 
capital assets and which are not. When the 
decision came out it caused somewhat of a 
stir in tax circles, but apparently to date 
there has not been much inclination on the 
part of taxpayers to challenge its conclu- 
sion. Accordingly, as a result of Williams 
v. McGowan, the well-advised taxpayer con- 
templating a sale of his business will en- 
deavor as much as possible to have adequate 
records indicating what was received for 
each class or type of assets sold. There is 
thus injected in the haggle over purchase 
price tax factors which, prior to Williams 
v. McGowan, were thought not too impor- 


- tant. 


Second, in Jerry Rossman Corporation v. 
Commissioner ™ the Court of Appeals for 
the Second Circuit, through Judge Hand, 
upheld the deductibility of a so-called pen- 
alty imposed under the Emergency Price 
Control Act of 1942” because of an inno- 
cent overcharge which was voluntarily dis- 
closed to the OPA by the taxpayer. The 
basis for the decision was that the deduc- 
tion of a statutory payment (no greater than 
the amount of an innocent overcharge) 
would in no way frustrate the basic policy 
of the Emergency Price Control Act. It 
may well be that the Rossman case has in- 
jected “an element of uncertainty as to the 
non-deductibility of statutory payments,” 
partaking of the character-of “penalties” 
or “damages.” If that be so, that case may 
go far toward modifying present thinking 
on the extent to which so-called public- 
policy considerations should be given effect 
in determining tax deductions for statutory 
penalties. In these times of continually ex- 
panding controls over prices, wages and 
salaries, the tax cost of innocent violations 
of the control laws may prove grossly in- 
equitable. The Rossman case can thus turn 
out to be a restraining influence on an un- 
“a ustc § 9120, 152 F. (2d) 570 (CCA-2, 

49-2 usre 19333, 175 F. (2d) 711 (CA-2), 
rev’g CCH Dec. 16,299, 10 TC 468 (1948). 

% 56 Stat. 23 (1942), as amended, 50 USCA 
Sec. 901 and following (1946). 

% Note, ‘‘Public Policy and Federal Income 
Tax Deductions,’’ 51 Columbia Law Review 752, 


753. Cf. Pacific Mills, CCH Dec. 18,594, 17 TC 
705 (1951). 
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critical disallowance of deductions of so- 
called statutory penalties or damages. 

Fully cognizant that “the unimpeded col- 
lection of the nation’s taxes is a condition 
of its life,” Judge Hand viewed the whole 
problem of tax administration pragmatically. 
To him, the oft-repeated observation that 
“taxation is a practical matter” meant that 
even unfairness (however repugnant to his 
sense of the theoretically just) must not 
stand in the way of reasonably orderly ad- 
ministration.* While he personally did not 
relish upholding any administrative arbi- 
trariness, he was obliged to caution taxpay- 
ers that “harsh as it may be, one accepts 
the advice of a revenue official at his peril.” ” 
He also said: 

“It makes no difference to the taxpayer 
what was his mistake; . . . he awakes to 
learn that it is never safe to put his trust 
in officials. ... How far a government should 
accept the same responsibility for defaults 
of its agents that it imposes upon individ- 
uals, is clearly a matter for Congress. The 
result is often extremely harsh, as this case 
shows; but he who deals with the govern- 
ment must dot his i’s and cross his t’s; and 
if he assumes that he may rely upon the 
ordinary rules which apply as between indi- 
viduals, he is doomed to disappointment.” ™” 


Sympathetic in his appreciation of the 


practical needs of tax administration, Judge 
Hand was not prone to accept uncritically 
the idea that because a taxpayer was able 
to adopt an inconsistent position after the 


% Bowers v. American Surety Company, 1 ustc 
1351, 30 F. (2d) 244, 246 (CCA-2, 1929), cert. 
den. 279 U. S. 865 (1929). 

% Thomas v. Commissioner, 38-2 ustc {| 9606, 
100 F. (2d) 408, 411 (CCA-2) (concurring opin- 
ion); Helvering v. Post & Sheldon Corporation, 
4 ustc 7 1310, 71 F. (2d) 930, 932 (CCA-2, 1934). 

® United Block Company v. Helvering, 41-2 
ustc | 9772, 123 F. (2d) 704 (CCA-2), cert. den. 
315 U. S. 812 (1942). 

10 Angelus Milling Company v. Nunan, 44-2 
ustc | 9399, 144 F. (2d) 469, 472 (CCA-2), aff’d 
45-1 ustc 7 9310, 325 U. S. 293. Taxpayer filed 
claims for refund of processing taxes. Although 
originally considering the claims on their 
merits, the Commissioner was held not to be 
estopped from rejecting the claims because they 
were in improper form and not in accordance 
with Treasury regulations. ‘‘Men must turn 
square corners when they deal with the govern- 
ment.’’ Rock Island, Arkansas & Louisiana 
Railroad Company v. U. 8., 1 uste § 38, 254 
U. S. 141, 143 (1920). ‘It is very well to say 
that those who deal with the government should 
turn square corners. But there is no reason 
why the square corners should constitute a one- 
way street.’’ Mr. Justice Jackson, dissenting 
opinion, Federal Crop Insurance Corporation v. 
Merrill, 332 U. S. 380, 387 (1947). ‘‘While it 
May well be, as Mr. Justice Holmes said, ‘Men 
Must turn square corners .. .’ that does not 
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statute of limitation on assessment had 
barred assertion of liability, estoppel arose. 
For him, “estoppel” was “a disastrous word.” 
Furthermore, statutes of limitation are “often 
engines of injustice; their justification lies 
in furnishing an easy and certain method 
of solving problems which are often in- 
trinsically insoluble, or soluble only with 
so much uncertainty and after so much 
trouble that in the long run the game is not 
worth the candle. Perhaps they are not 
justifiable at all; equity has always been too 
sensitive to their possible harshness to ac- 
cept them.” ™ 


But since considerations of equity do not 
apply in tax controversies generally, those 
statutes are not to be circumvented merely 
because of such considerations.™ 


To complete the over-all picture of Judge 
Hand’s activity in the tax field, it is of in- 
terest to note the number and frequency of 
instances of affirmances and disaffirmances 
by the Supreme Court of cases in which 
Judge Hand wrote the opinion of his court 
or a dissenting opinion. The following are 
again merely selective examples of the more 
important and better-known cases and are 
not exhaustive, insofar as number is con- 
cerned. 


Turning first to affirmances by the Su- 
preme Court, we find such interesting and 
diverse cases as Porter v. Commissioner 3“ 
Taylor v. Commissioner, City Bank Farmers 
Trust Company v. McGowan and Commis- 
sioner v. Crane. 


mean they must lead the government by the 
hand.’’ Matter of Bowen, 45-2 ustc { 9420, 151 
F. (2d) 690, 693 (CCA-3). Cf. Judge Hutcheson, 
dissenting opinion, National Bank of Commerce 
v. Scofield, 169 F. (2d) 145, 148 (CCA-5, 1948), 
as to ‘‘covetousness, rapacity and greed’’ in a 
government bureau. 

101 Helvering v. Schine Chain Theatres, 41-2 
ustc { 9609, 121 F. (2d) 948, 950 (CCA-2); no 
estoppel against the taxpayer for failing to 
report the full amount of advance rentals in 
the year of receipt. See, generally, Maguire & 
Zimet, ‘‘Hobson’s Choice and Similar Practices 
in Federal Taxation,’’ 48 Harvard Law Review 
1281, 1293, and following (1935). 

1022 Bennet v. Helvering, 43-2 ustc { 9529, 137 
F. (2d) 537 (CCA-2); no estoppel against the 
taxpayer to claim stock worthlessness, even 
though the taxpayer failed to report the receipt 
of the stock in his gross income. 

103 1932 CCH Standard Federal Tax Reports 
{ 9423, 60 F. (2d) 637 (CCA-2), aff'd 3 ustc 
{ 1065, 288 U. S. 436 (1933). 

1041934 CCH Standard Federal Tax Reports 
7 9283, 70 F. (2d) 619 (CCA-2), aff’d 35-1 ustc 
9044, 293 U. S. 507. - 

10 44-1 ustc § 10,117, 142 F. (2d) 599 (CCA-2), 
aff’d 45-1 ustc J 10,163, 323 U. S. 594. 

106 46-1 ustc { 9123, 153 F. (2d) 504 (CCA-2), 
aff’d 47-1 usre J 9217, 331 U.S. 1. 
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In the Porter case it was held that under 
Section 302 (d) of the Revenue Act of 1926 
(subjecting to federal estate tax transfers 
where enjoyment of the property was sub- 
ject at decedent’s death to any change through 
the exercise of a power to appoint, amend 
or revoke) inter-vivos transfers in trust made 
in 1918 and 1919 were subject to estate tax 
where the settlor had reserved to himself a 
power to change beneficiaries, but not in- 
cluding to himself or his estate. The circuit 
court and Supreme Court held there was no 
constitutional invalidity to the imposition 
of the estate tax, even though the inter-vivos 
transfers were created before enactment of 
the taxing act. Today there appear to be 
no serious constitutional questions concern- 
ing the federal estate tax, but 20 years 
ago no one could, with complete certainty, 
say what the courts would hold with respect 
to estate tax applicable to inter-vivos trans- 
fers made prior to the enactment of the 
particular statute in question. Judge Hand’s 
decision was thus, in its time, of great sig- 
nificance. 


The Taylor case involved an important 
aspect of tax administration. The taxpayer 
had received certain stock in a tax-free re- 
organization under the Revenue Act of 
1926. In the following year the taxpayer 
made a disposition of such stock; the de- 
termination of his correct tax liability de- 
pended upon the basis of such stock. The 
Commissioner’s determination of basis was 
upheld by the Board of Tax Appeals. That 
holding, however, was reversed by the cir- 
cuit court of appeals on the ground that 
although the taxpayer did not prove facts 
from which a correct determination could 
be made, the Commissioner’s determination 
was shown to be without any rational foun- 
dation and excessive. The Supreme Court 
affirmed the circuit court’s remand of the 
case for further proceedings. The impor- 
tance of the Taylor case lies in the gloss 
which it has placed on the general burden 
of proof imposed on the taxpayer to show 
that the Commissioner is wrong. While the 
rationale of the Taylor case does provide a 
modicum of comfort and relief to some tax- 
payers, its effect has not been as far reach- 
ing aS was expected originally. Many 
decisions are still being rendered in favor of 


10 See Lowndes, ‘‘Current Constitutional Prob- 
lems in Federal Taxation,’’ 4 Vanderbilt Law 
Review 469 (1951). 

18 In Cohan v. Commissioner, cited at foot- 
note 19, Judge Hand curbed administrative 
arbitrariness by his now famous Cohan rule for 
determining amount of business expense deduc- 
tions where taxpayer can furnish only estimates. 
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the government merely because the tax- 
payer has failed in his proof to overcome 
the prima-facie correctness of the Commis- 
sioner’s determination. It is not often that 
a factual situation will fit the pattern of the 
Taylor case, but where it does, the Commis- 
sioner cannot ride high, wide and handsome 
on the strength of the rule of prima-facie 
correctness of his determination.™ 


In City Bank Farmers Trust Company v. 
McGowan the issue was whether a transfer 
made by the committee of an incompetent 
to the latter’s daughters could be included 
in the gross estate of the incompetent on the 
ground that it had been made in contempla- 
tion of death. Judge Hand held in the af- 
firmative and was sustained by the Supreme 
Court. The Supreme Court called the issue 
involved a narrow one, and to that extent 
the decision would appear not to be of gen- 
eral application. It does, however, provide 
an interesting commentary on the wholly 
objective character of a contemplation-of- 
death transfer. The full ramifications of that 
decision have yet to be developed. 


In the Crane case Judge Hand held, re- 
versing the Tax Court,™ that where a de- 
visee sold for $2,500 cash net some inherited 
encumbered improved real estate, (1) the 
proper basis for depreciation was fair mar- 
ket value ($262,000) rather than the mere 
equity of the devisee (zero) at the time of 
devise and (2) the proceeds of the sale, for 
gain or loss purposes, included the mortgage 
principal. A divided Supreme Court af- 
firmed, setting off outbursts of anguish from 
many tax practitioners: the hardship of 
taxing the devisee on a theoretical gain of 
nearly $25,000 when the net cash received 
was only $2,500 was too patent. Judge 
Hand’s decision was sound; the real villain 
is the rule that depreciation must be de- 
ducted whether or not any tax benefit is 
thereby realized.“° Normally, in the ordi- 
nary case the Crane rule will work in favor 
of taxpayers, because gain, if any, will be 
capital gain whereas depreciation deduc- 
tions, to the extent allowable, reduce ordi- 
nary income.™ 


Judge Hand has, of course, not always 
been on the “winning side,” but his record 
is singularly clear of egregious errors. He 
“guessed” “wrong” when he held that a 


10 CCH Dec. 13,847, 3 TC 585 (1944). 

10 Virginian Hotel Corporation v. Commis- 
sioner, 43-1 ustc { 9469, 319 U. S. 523. 

111 Engel, ‘‘Effects of the Crane Case,’’ Pro- 
ceedings of New York University Sixth Annual 
Institute on Federal Taxation (1947), p. 379. 
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corporation organized to receive and dis- 
tribute dividends was not doing business 
for capital-stock purposes;™ that an hon- 
orarium to an employee of a predecessor 
company was not compensation;™ that 
rents, dividends and interest received by an 
estate during the year following decedent’s 
death were includible in the gross estate for 
optional valuation purposes;™ that certain 
insurance payments to an ex-wife under a 
divorce arrangement were taxable to her 
(dissenting opinion); that certain trust 
income paid to an ex-wife as a result of 
divorce was taxable to her; ** and that a gift 
tax was due on a property settlement condi- 
tioned in and incorporated on a decree of 
divorce.”* These and other instances of re- 
versal in no way, however, diminish his stat- 
ure aS an outstanding contributor to the 
development of sensible judicial resolution 
of tax controversies.“* He has not always 
deemed it wise to lead the way, sitting as a 
lower court judge,”® but by and large he 
has not shrunk from cutting new paths, 
whether or not reversal was in the offing. 


Epilogue 


The judicial career of Learned Hand, 
spanning almost a half century, afforded 
him many opportunities to become truly a 
great builder of the edifice of law. Those 
opportunities he did not let pass by. Much 
of his work, because of limitations placed 
on a judge, had to be interstitial. With fre- 
quency not common to other judges, how- 


“The preservation of freedom is not a negative task. 
of resisting encroachments upon freedom. 
to the solution of real problems by means that preserve and expand 
freedom.’* — J. Cameron Thomson, President, Northwest Bancorporation. 





12 Chile Copper Company v. Edwards, 294 F. 
581 (DC N. Y., 1923) rev’d 1 ustc { 167, 270 
U.S. 452 (1924). 

13 Bogardus v. Commissioner, 37-1 ustc J 9166, 
88 F. (2d) 646 (CCA-2), rev’d 37-2 ustc { 9534, 
302 U. S. 34. 

14 Saks v. Higgins, 40-1 ustc J 9366, 111 F. (2d) 
78 (CCA-2), rev’d sub nomine Maass v. Higgins, 
41-1 ustc f 10,032, 312 U. S. 443. 

15 Pearce v. Commissioner, 41-1 ustc { 9475, 
120 F. (2d) (CCA-2), aff’d 42-1 ustc { 9327, 315 
U.S. 543. 

6 Helvering v. Leonard, 39-2 ustc { 9588, 105 
4 (2d) 900 (CCA-2), rev’d 40-1 ustc { 9420, 310 

. S. 80. 

17 Harris v. Commissioner, 50-1 ustc { 10,746, 
178 F. (2d) 861 (CCA-2, 1949), rev’d 50-2 ustc 
{ 10,786, 340 U. S. 106. 

"8 Judge Hand's views on when a corporation 
realized income on acquisition and disposition 
of its own stock (EZ. R. Squibb & Sons v. Hel- 
vering, 38-2 ustc { 9428, 98 F. (2d) 69 (CCA-2), 


Learned Hand 


ever, he has transformed competence into 
wisdom, no better exhibited than in his tax 
decisions. 


The Sixteenth Amendment was adopted 
four years after Learned Hand became a 
district judge. Thus, he has participated 
from the very beginning in the moderniza- 
tion of our present tax system. In that 
process he has shown the need for a real- 
istic approach to the judicial function in 
interpreting tax statutes.” Forty years ago 
tax laws were always strictly construed 
against the taxing authority, but today that 
is a badly tarnished cliché, thanks to Learned 
Hand’s influence. 


In this era of specialization there has been 
agitation for specialized appellate courts.™ 
The contributions of Learned Hand to the 
development of tax law tend strongly to 
disprove the need for such courts. 


Fifteen years as a judge of the District 
Court of the United States for the Southern 
District of New York and 27 years as a 
judge of the Court of Appeals for the Sec- 
ond Circuit will make permanent for Learned 
Hand a prominent place of renown in the 
judicial firmanent long after most judges 


-—judges of the Supreme Court of the United 


States included—will have been forgotten. 
Length of tenure is, of course, itself no 
guaranty of judicial immortality, but in the 
case of Learned Hand the many years of 
judicial activity in which his innate sense 
of justice was deepened and his wisdom 
expanded will make him one of the few 
remembered judges. [The End] 


It is not simply a matter 
It requires a positive approach 


and 39-1 ustc { 9413, 102 F. (2d) 681, 682 (CCA- 
2) (dissenting opinion); Commissioner v. Air 
Reduction Company, 42-2 ustc { 9598, 130 F. (2d) 
145, 148 (CCA-2) (dissenting opinion), cert. den. 
317 U. S. 681 (1943)) and when a redemption 
of stock results in a taxable dividend (Patty v. 
Helvering, 38-2 ustc { 9446, 98 F. (2d) 717 (CCA- 
2)) were never acceptable to anyone else for 
long! 

119 Spector Motor Service, Incorporated v. 
Walsh, 139 F. (2d) 809, 823 (CCA-2, 1943) (dis- 
senting opinion); Helvering v. Proctor, 44-1 ustc 
{| 10,085, 140 F. (2d) 87 (CCA-2). 

- 120 Griswold, ‘‘The Function of Courts in Inter- 
preting Tax Statutes,’’ 58 Canadian Chartered 
Accountant 227 (1951). For a vigorous rejoinder, 
see Thom, ‘‘Taxation Statutes: Strict or Func- 
tional Interpretation?’’ 58 Canadian Chartered 
Accountant 235. 

121 Cf, Griswold, 
Tax Appeals,’’ 57 
(1944). 


“The Need for a Court of 
Harvard Law Review 1153 
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‘6 HUS I ended this month with the 

greatest joy that ever I did any in my 
life, because I have spent the greatest part 
of it with brave entertainments, and 
without cost of money.”* From this, one 
concludes that Mr. P. was in a high tax 
bracket, but not everyone keeps such chatty 
diaries to support his entertainment deductions. 


George M. (for Michael) Cohan was a 
phenomenon of the American stage—actor, 
playwright, song writer, hoofer and pro- 
ducer. In a_ two-and-a-half-year period 
beginning January 1, 1921, Cohan claimed 
as deductions on his tax returns an even 
$55,000 for travel and entertainment ex- 
penses. “I had to pick up the tab fre- 
quently,” the actor-producer explained, “for 
it helped my critical standing if it could be 
said: ‘He was so good, so generous!’ ”? 
“Doubtless you had expenses of sorts,” de- 
clared the Commissioner, “but these round 
figures are bare estimates unsupported by 
any vouchers or bookkeeping entries of 
any kind.” “Producing, owning, controlling 
and being actively and financially in the 
presentation® of almost innumerable plays 
does not leave opportunity for detailed 
clerical chores,” Cohan hastened to ex- 
claim. “I’ve taken as a deduction what 
I believe was a reasonable sum.” “Take 
it off,” shrilled the Commissioner, forgetting 
that burlesque was the one type of theater 
with which this taxpayer was not identified. 

On March 3, 1930, Judge Learned Hand 
delivered the opinion of the Circuit Court 
of Appeals for the Second Circuit: * 

“In the production of his plays Cohan 
was obliged to be free-handed in entertain- 
ing actors, employees, and, as he naively 
adds, dramatic critics. He had also to 
travel much, at times with his attorney. 
These expenses amounted to substantial 

1Samuel Pepys, Diary and Correspondence 
(London, Henry Colburn, Publisher, 1851), Vol. 
III, p. 60. 


2 George M. Cohan, Broadway Jones 
York, Samuel French, 1914), p. 50. 
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Cohan v. Commissioner 


“Round Numbers 
Are Always False”’ 


Tax Classics e e by Robert S. Holzman 


sums, but he kept no account and prob- 
ably could not have done so. At the trial 
before the Board he estimated that he had 
spent eleven thousand dollars in this fashion 
during the first six months of 1921, twenty- 
two thousand dollars, between July first, 
1921, and June thirtieth, 1922, and as much 
for his following fiscal year, fifty-five thou- 
sand dollars in all. The Board refused to 
allow him any part of this, on the ground 
that it was impossible to tell how much he 
had in fact spent, in the absence of any 
items or details. The question is how far 
this refusal is justified, in view of the find- 
ing that he had spent much and that the 
sums were allowable expenses. Absolute 
certainty in such matters is usually impos- 
sible and is not necessary; the Board should 
make as close an approximation as it can, 
bearing heavily if it chooses upon the tax- 
payer whose inexactitude is of his own 
making. But to allow nothing at all ap- 
pears to us inconsistent with saying that 
something was spent. True, we do not 
know how many trips Cohan made, nor 
how large his entertainments were; yet 
there was obviously some basis for com- 
putation, if necessary by drawing upon the 
Board’s personal estimates of the minimum 
of such expenses. The amount may be 
trivial and unsatisfactory, but there was 
basis for some allowance, and it was wrong 
to refuse any, even though: it were the 
traveling expenses of a single trip. It is 
not fatal that the result will inevitably be 
speculative; many important decisions must 
be such. We think the Board was in error 
as to this and must reconsider the evi- 
dence.” 


“It should not be assumed by taxpayers 
that simply by relying on the Cohan case 
they can obtain a deduction where none is 
warranted. It will not be enough merely 


3 George M. Cohan, Twenty Years on Broad- 
way (New York, Harper & Brothers, 1925), 
Dp. 262. 

4Cohan v. Commissioner, 2 ustc { 489, 39 F. 
(2d) 540 (CCA-2, 1930). 
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to put an unsubstantiated figure in the tax 
return with the hope that a percentage 
will be allowed. The Court must first be 
convinced that the taxpayer had some de- 
ductible expense of the nature claimed.” ° 
“In the case of George M. Cohan v. Com- 
missioner . the Circuit Court remanded 
the case to the Board of Tax Appeals with 
directions to find a reasonable amount for 
entertainment and traveling expenses even 
though there was no exact evidence as to 
the amount spent.”*® “Where expenses are 
not supported by written memoranda and 
have not been itemized with any par- 
ticularity,” declared one writer with cita- 
tion of the Cohan casé, “the tendency is to 
search out what is reasonable under the 
circumstances, relying primarily on general 
experience and the credibility of the tax- 
payer’s testimony. Rarely does such evi- 
dence result in the allowance of a deduction 
that closely approaches the amount ex- 
pended.” * 


HERE must, however, be evidence that 

something was expended: “We are con- 
vinced that at least some part of the 
disputed items . . . was used for purposes 
which fall within the category of ordinary 
and necessary business expenses and some 
part for traveling expenses. We must, 
therefore, apply the rule of the Cohan case 
and make the best estimate we can.” * “The 
$780 deducted . . . was based upon a mere 
estimate of what he expended. We are 
convinced, however, that he did spend some 
amount in meeting these expenses. .. . In view 
of that conviction and adhering to the rule 
announced in Cohan v. Commissioner . 
we find that he expended $200 ... .”° 
“The Court necessarily adopts an attitude 
of scepticism in such a case, but we cannot 
say that [he] made no such trips 
or incurred no such expense whatever. The 
inexactitude is of the taxpayer’s own mak- 
ing (cf. Cohan v. Commissioner, supra) and 
the Court has therefore made an approxima- 
tion as best it can in lieu of the 
.. . [sum] which he claims.” ” 


Recognition of the bare fact of an ex- 
penditure, however, may be cold comfort. 


5 Jay O. Kramer, ‘‘Three Concepts of Inaccu- 
rate Reporting of Net Income,’’ Journal of 
Accountancy, July, 1950, p. 61. 

‘Alfred S. Pellard, Lawyers’ Tax Manual 
(New York, Clark Boardman Company, Ltd., 
1949), p. 54. 

*Thomas J. Green, ‘‘How to Handle Expense 
Acrounts of Corporate Executives,’’ Proceedings 
of New York University Eighth Annual Institute 
on Federal Taxation (1949), p. 566. 

‘Yeomans, CCH Dec. 14.774, 5 TC 870 (1945). 


*Lavin, CCH Dec. 13,808(M), 3 TCM 228 
(1944). 
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“We have found that trips were made. 
. On this minimum showing, even 
applying the rule of Cohan v. Commissioner 
: with the utmost liberality, we cannot 
find that [his] traveling expense 

was more than $100” of the $1,497.79 
claimed.” 


The same rule applies to other expendi- 
tures. “The petitioner lived at the Waldorf 
Astoria Hotel in New York and testified 
that she took her meals at the hotel, which 
cost her on the average of $10 per day. 
: It is obvious, therefore, that : 
[she] paid a considerable amount of sales 
tax to that city. Under the doctrine of 
Cohan v. Commissioner we fixed the 
amount of such sales taxes a ee 
the publishers of Who’s Who in America 
could not deduct an amount alleged to 
represent that portion of the purchase price 
of the assets that represented biographical 
sketches of persons who subsequently died. 
“And if the Court does not find that the 
entire $95,000 is deductible, the . . . [pub- 
lishers] ask that some unidentifiable por- 
tion of it be deducted, relying on the case 
of Cohan v. Comm. . . That case, how- 


‘ever, presents an entirely different problem. 


In the case before us, the taxpayers 
have no such finding [that something was 
spent] upon which to base a request for 
the allowance of a partial amount if not 
the entire $95,000.” * 


i mn COURT will not lend its presump- 
tion to a case of illegal deductions. The 
proprietor of a numbers writing operation 
could not take a deduction for claimed 
“pay-outs” to customers on his statement 
alone. “Such records as [he] may 
have currently kept were destroyed to pre- 
vent them from falling in the hands of local 
authorities and in fear of criminal prosecu- 
tion in connection with his gambling opera- 
tions. The right of the Commissioner to 
bear heavily against a taxpayer who seeks 
deductions without any supporting data 
or records is now well established. Cohan 
v. Commissioner ... .”™* 


10 Miller, CCH Dec. 14,189(M), 3 TCM 1079 
(1944), aff'd 45-2 ustc § 9365, 150 F. (2d) 823 
(CCA-2). 

.1 Love, CCH Dec. 18,419(M), 10 TCM 606 
(1951). 

12 Lambert, CCH Dec. 17,087(M), 8 TCM 625 
(1949). ; 

13 Sammons et al. v. Commissioner, 49-2 ustc 
{ 9458, 177 F. (2d) 837 (CA-7). 

14 Truman, CCH Dec. 16,819(M), 8 TCM 108 
(1949). 






Custom will not serve as a substitute for 
proof. In making a partial allowance of 
entertainment expenses, one court declared: 
“We have made an approximation of the 
amounts, as is frequently done, Cohan uv. 
Commissioner, and are conscious of 
the fact that the result is largely specula- 
tive . . . . We have also given some 
consideration to the evidence of the ‘cus- 
tom’, which it is said exists among manu- 
facturers’ agents, of entertaining quite 
lavishly the representatives of the com- 
panies with which business is being carried 
on. Regardless of how well the custom of 
making such expenditures may have become 
established, it cannot be accepted as a sub- 
stitute for proof that the expenditures were 
both ordinary and necessary.” * 


Reliance upon one’s own devices will not 
be conducive to a full allowance. It 
“is clear to us that she made no reasonable 
effort to sustain her claims by receipts or 
other evidence but preferred to rely solely 
upon her own statements “With 
reference to many of the items, particularly 
those involving contributions and business 
expenses, we have only the unsatisfactory 
memory of the . [taxpayer], and it has 
therefore been necessary to adopt the rule 
established in the case of Cohan v. Com- 
missioner of bearing most heavily 
against the taxpayers for their failure to 
keep records and offer corroboration of 
their contributions and other expenditures.” ” 
“Apparently no effort was made by 
[him] to comply with the regulations 

and no evidence was offered 

which would indicate how extensively ... 
[he] traveled, other than his assurance that 
he considered his estimate conservative. 
‘oss It is true that under the authority 
of Cohan v. Commissioner . [he] is en- 
titled to a reasonable allowance for such 
expenses, despite his failure or inability to 
itemize them accurately.” * 


HE ANSWER may be an allocation. 

“The petitioners kept no books or records. 
We are satisfied from the evidence as a 
whole that [they] did make sub- 
stantial donations to church and other 
charities; that they did pay certain de- 
ductible taxes; that they paid some interest 


on financial obligations; and that they in- 
curred certain expenses of a business char- 
acter in connection with their employment 
as welders.”” The “evidence with re- 
spect to the business purpose of a large 
number of the expenses is certainly general, 
and in many instances vague. Under these 
circumstances approximation by the Tax 
Court is fully justified by the principle of 
Cohan v, Commissioner . .”” Allocation 
was made where a corporation paid sums 
to its lone stockholder, an officer, for en- 
tertainment reimbursement. “We have no 
doubt that [the corporation] ad- 
vanced considerable sums ... to. 
[him] The difficulty is that ... 
[he] kept no records of how he spent the 
money. The [Commissioner] dis- 
allowed the entire amount Follow- 
ing the formula laid down in the Cohan 
case that we should make as close an ap- 
proximation as possible, bearing heavily on 
the taxpayer whose inexactitude is of his 
own making, we allow a deduction” of 
about 50 per cent of that claimed.” 


Thus, a proration of expenses was al- 
lowed a manufacturer of innersoles. “The 
finding which was announced at the 
conclusion of the evidence is deter- 
minative of the sole [sic] issue. In making 
it we have followed the admonition 
in Cohan v. Commissioner , making 
as close an approximation of the amount 
expended for traveling and entertainment 
expense as we can We are of the 
opinion, however, that he received from 
his company a substantial amount in ex- 
cess of the amount so expended by him. 

The hotel bill shows . . . that the 
wife purchased gowns and other items of 
wearing apparel which were charged to 
the account. It also contained various 
entries for the beauty shop ... .”” 


The court may therefore have to rely 
upon its own mathematics. “The indefinite- 
ness and generally unsatisfactory nature 
of the testimony has required, how- 
ever, that we use our best judgment in 
determining the amounts actually 
expended by the taxpayer for the purposes 
alleged. Such determinations are made pur- 
suant to . the Cohan case... .”™ “If 





15 Richardson, CCH Dec. 12,940-B, 1 TCM 440 
(1943). 

16 Rensler, CCH Dec. 17,441(M), 9 TCM 12 
(1950). 

17 Boone et al., CCH Dec. 16,837(M), 8 TCM 
135 (1949). 

18 McFarlin, CCH Dec. 13,029(M), 1 TCM 703 
(1943). 

17 Bonus, CCH Dec. 18,689(M), 7 TCM 827 
(1948). 


20 Marx et al. v. Commissioner, 50-1 vustc 
{ 9170, 179 F. (2d) 938 (CA-1). 

21 Walkup Drayage & Warehouse Company, 
CCH Dec. 14,656(M), 4 TCM 695 (1945). 

22 Wind, CCH Dec. 13,879(M), 3 TCM 376 
(1944). 

23 O’Meara, CCH Dec. 15,683, 8 TC 622 (1947): 
see also Hempel, CCH Dec. 15,888(M), 6 TCM 
743 (1947). 
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the evidence is convincing that expenditures 
have thus been made, but the taxpayer is 
able to furnish only general proof of their 
nature and details, the Board [of Tax 
Appeals] should consider all the evidence 
in the light of its general experience and 
make such allowance for the sums expended 
as it conscientiously feels would represent 
fair and reasonable expenses for such ordi- 
nary and necessary purposes in the cir- 
cumstances oe 


Hence the court must make such em- 
barrassing determinations as how re- 
quently a person went to divine services. 
“Applying the doctrine of Cohan v. Com- 
missioner it is our conclusion that he 
attended church on eighteen Sundays .. . .”* 


HE Cohan decision is authority for the 

proposition that an approximation may 
be substituted for unproven figures. Thus 
in establishing the extent of a wife’s capital 
contribution to a family partnership, “it is 
incumbent upon us to determine the extent 
thereof as best we may on such facts as 
we do have. Cohan v. Commissioner ... .”* 
In arriving at the taxable tips of a taxi 
driver who kept no books, “the Tax Court 
had to determine the amount from such 
evidence as was presented to them. If 
the result is an approximation, the lack of 
exactitude is traceable to the . . . [cabbie’s] 
own failure to keep accurate accounts.”” 
In computing depreciation, “the Tax Court, 
not knowing the expectancy of the tank 
cars, assumed that they had an added life 
of one year after they were sold, under the 
rule which we laid down in Cohan v. Com- 





“The greatest evil from which our 
administration of justice has suffered is 
what has been called ‘the sporting theory 
of justice’. So it cannot be insisted too 
strongly that a lawsuit is not a game of 
skill between two contestants with the 
judge acting as umpire and awarding the 
prize to the more skillful. 

“The judge, as I have said repeatedly, 
is society’s representative, seeking to 





* Rugel v. Commissioner, 42-1 ustc { 9429, 127 
F. (2d) 393 (CCA-8). 
—" CCH Dec. 17,953(M), 9 TCM 1004 

). 

°° German, CCH Dec. 13,378, 2 TC 474 (1943). 

7 Roberts et al. v. Commissioner, 49-2 ustc 
§ 9330, 176 F. (2d) 221 (CA-9). 

% United States Industrial Alcohol Company 


v. Helvering, 43-2 ustc { 9544, 137 F. (2d) 511 
(CCA-2). 
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missioner . . . .”* In an excess profits 
tax relief claim, the court said: “This 
record does not justify a holding that the 
constructive average base period net income 
exceeded actual average base period net 
income by more than $2,000, but, following 
the principle of Cohan v. Commissioner . . . 
the finding is hereby made that a fair and 
just amount representing normal earnings 
for the base period to be used as a con- 
structive average base period net income 
is $2,000 more than actual average base 
period net income.” 


Uncertainty as to the fact of the expendi- 
ture may not extend to the need for it. 
Hence, a physician could not deduct promo- 
tional expenses, such as wedding presents 
and flowers. He “cites Cohan v. Commis- 
stoner [and subsequent cases] ... . 
The burden is not met by the vague state- 
ment that the . . . [doctor] hoped to derive 
some business as a result of the expendi- 
tures.” There is no inference that some 
allocation will be allowed, as where a busi- 
nessman claimed depreciation on an auto- 
mobile allegedly used for his work. “It 

. appears that the . . . [taxpayer] was not 


-very exact and rather careless in matters 


of this kind. There is no evidence from 
which the amount allowable as depreciation 
can be determined. From the evidence 
adduced we are not able to make even an 
approximation in accordance with Cohan v. 
Commissioner... .”™ 


He “who furnishes a voucher for his 
statements argues himself unknown,”™ but 
it may be better to get a higher tax deduc- 
tion than to be a prominent tarpaver. 





“SPORTING THEORY’’ CALLED GREATEST EVIL TO JUSTICE 


achieve justice under the law. Lawyers 
are handmaidens in the attainment of this 
end. Their ultimate place in the lawyer’s 
Heaven will depend, not so much on 
winning particular cases, as on their con- 
tribution to the greater ideal—justice.”— 
Chief United States District Judge Leon 
R. Yankwich, Southern District of Cal- 
ifornia, in an address before the Nevada 
Bar Association. 





9 National Grinding Wheel Company, CCH 
Dec. 15,854, 3 TC 1278 (1947). 

30 Shackleford, CCH Dec. 16,627(M), 7 TCM 
694 (1948). 

31 Wilson et al., CCH Dec. 12,976(M), 1 TCM 
571 (1943). 

32Seneca, Ad Lucilium Epistulae Morales 
(London, Loeb Classical Library, William 
Heinemann, 1917), Vol. I, p. 259. 
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Books ... 


Constitutional Control 


Principles of Business and the Federal Law. 
Franklin H. Cook. Macmillan Company, 60 
Fifth Avenue, New York 11, New York. 1951. 
563 pages. $5.50. 


It isn’t always easy to distinguish between 
the principles of business and the practices 
of business. Nor is it easy to determine 
which the controllers seek to control. The 
purpose of this book is not to treat with this 
distinction but, rather, with the fact that 
there are certain practices and principles 
which are subject to the federal regulatory 
laws and that such laws are well grounded 
in constitutional bedrock. Supposedly, these 
laws are enacted for a channelizing—rather 
than a damming—effect on business, which 
inherently seeks ever-expanding markets 
along the line of least resistance. 


When you read this, the conflict between 
government and business will be fresh in 
your mind. The President, claiming powers 
inherent to his office, seized possession of 
six major steel companies which were dead- 
locked with the union in a wage dispute. 
A federal court, however, stayed the gov- 
ernment’s seizure only to have this injunc- 
tion overruled by a higher court, which 
action forced the matter into the United 
States Supreme Court. 


There are many seeming inconsistencies 
in government control, especially if the reader 
is familiar with cases attempting to control 
competition and monopoly; but government 
control of business is one thing and govern- 
ment control of business principles is an- 
other. While the first results in conflict, 
the second does not. Business principles 
and constitutional restrictions at least seek 
the same thing—the ultimate benefit of the 
consumer. 


Mr. Cook takes his readers across stat- 
utes and constitutional limits in pursuing 
his subject. Labor laws, for instance, re- 
strict certain employer practices and at the 
same time give employees certain rights. 
The reader is indoctrinated in the consti- 
tutional framework in which the specific 


. . Articles 


regulatory statutes fit, and knowing the 
constitutional development of freedom of 
speech, the reader then is in a position to 
understand the law of picketing. Legal 
restrictions on discriminations as applied in 
labor law are dealt with under the Equal 
Protection Clause and the Privilege and 
Immunity Clauses. 


The same system is followed in covering 
taxation and such controls as those applied 
by the Sherman Act, the Clayton Act and 
the Robinson-Patman Act. The author takes 
the reader on a tour of other control laws 
which restrict business principles, showing 
those which apply to the organization of 
the enterprise (securities act) and those 
which apply to the manufacture and sale 
of its product and to its distribution (trans- 
portation act). 


In Book Two, which might be called 
Part Two, the author sets out the specific 
statutes which have been enacted exer- 
cising control within our constitutional 
framework. 


The book is important to those who need 
a picture of the over-all control—which 
might very well be the person who is expert 
in the control exercised by one phase of 
law, such as the tax specialist or the labor 
specialist. 


A President's Use 
of Wartime Powers 


Constitutional Problems Under Lincoln. J. 
G. Randall. University of Illinois Press, 
Urbana, Illinois. 1952. 596 pages. $4.50. 


Those acts which Lincoln performed while 
President and to which his opposition shouted 
“unconstitutional,” when viewed in retro- 
spect, are more important as the basis of 
an Order of the Coif bull session than as 
serious argument. The point is that Lin- 
coln’s actions were motived by his strong 
devotion to a constitutional republic. A 
constitutional republic was his creed. He 
was determined to preserve that creed in 
polished splendor even if his rubbing chipped 
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a little of the gilt here and there. Randall’s 
book is by no means iconoclastic, but a 
sharp examination of the factual record 
of that test of the Constitution that found 
domestic issues presenting “to the whole 
family of man the question whether a con- 
stitutional republic, or democracy—a gov- 
ernment of the people by the same people 
—can or cannot maintain its territorial 
integrity against its domestic foes . .. .” 


The legal student cannot afford to gloss 
over the Civil War period and the wartime 
President’s use of powers of his office. Lin- 
coln was faced with disunity which, unlike 
today’s, did not stem from disinterested 
electorates, a vacillating foreign policy and 
corrupt machine control. 


Lincoln’s taxes, his civil-rights program 
and his “draft” were to him necessary im- 
plements to the realization of his creed. 
Preservation of the creed was necessary 
to fling the lie at those who were all too 
ready to cluck at the breakup of a gov- 
ernment dedicated to the ideal of the “rule 
of law.” 


When the Constitution is gone, its ideals 
are gone; when ideals are gone, the rule 
of law is gone; and when law is gone, 
liberty is gone. Ideals in a constitutional 
republic are not its “inherent and fatal 
weakness.” Lincoln believed that ideals are 
a constitutional government’s armored plate. 


While the author does not make any at- 
tempt to draw a comparison between our 
more recent wartime presidents and Lincoln, 
many readers of this book cannot help 
but make such a comparison. In the sum- 
mary, the author does compare Wilson and 
the wartime powers that he used. However, 
the reader cannot be blamed if in his com- 
parison he skips the Wilson period and 
comes down to the present; and he might 
conclude that since Lincoln was interested 
first, last and always in the unity of this 
nation, he had little interest—if any—in 
propagandizing this form of government in 
other parts of the world or offering it by 
gift, pressure or force to any other people. 
To him a “government of the people, by the 
same people” meant self-determination. 


Lincoln was in favor of civilians occu- 
pying the office of commander-in-chief. His 
“government of the people” cannot be 
interpreted to favor the placement of one 
of the military in the highest position in 
this constitutional republic. His often-used 
phrase “government of the people, by the 
same people” can only mean that the highest 
office be occupied by one of the citizens 
who is attuned to the same citizens. This 
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precludes the office to any who by training, 
culture and association are attuned to the 
subversion of domestic policies to interna- 
tional policies. 


The book was first published in 1926 and 
has for a number of years been out of print, 
but this edition is a revision, not merely a 
reprinting of the first edition. 


Hire "Em ‘n’ Hold ‘Em 
Successful Employee Benefit Plans. Pren- 


tice-Hall, Inc., 70 Fifth Avenue, New York 
11, New York. 1952. 561 pages. $8.85. 


The emphasis today is upon securing, 
developing and holding the good employee 
—and rightly so. The experience of the 
last few years has shown employers the 
fallacy of relying on ping pong, recreation 
rooms, etc., as means of retaining and de- 
veloping the valued employee. Many sug- 
gest giving the employee “security” but 
fail to tell how to go about it. Developing 
and operating a successful employee benefit 
plan is not easy, since government rules and 
regulations must be correlated to the plan. 


_This book includes a number of success- 


ful plans, most of them using insurance. It 
also describes the relationship of govern- 
ment rules and regulations to such plans. 


The book was written by the Prentice- 
Hall editorial staff. 


ARTICLES 


Corporate Philanthropy . . . Said Pres- 
ident Truman in a message to Congress on 
January 23, 1950: “It has properly been 
the policy of the Federal government since 
the beginning of the income tax to encour- 
age the development of . [educational 
and charitable] organizations. . . . But the 
few glaring abuses of the tax exemption 
privilege should be stopped.” Revision, dur- 
ing 1950, of the income tax exemptions was, 
in the main, undertaken to plug loopholes 
in the tax law and to prevent dishonest 
manipulation. 


The three-pronged attack upon the prob- 
lem specifically taxed certain income of 
bodies otherwise tax exempt; it denied pre- 
viously enjoyed tax exemption to certain 
trusts and foundations; and it denied deduc- 
tions for income, gift and estate tax pur- 
poses to givers to organizations which failed 
to meet specified standards. The writer of 
a recent law review article concedes that 
“a great step forward . . . has been made.” 
At the same time he points out: “On the 
other hand, new doubts and difficulties have 
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been engendered by the new law which will 
require both judicial and legislative clarifi- 
cation.”—Finkelstein, ““Tax Exempt Char- 
itable Corporations: Revenue Act of 1950,” 
Michigan Law Review, January, 1952. 


Holding the Bag A New York at- 
torney lists taxes which an incorporated 
business bankrupt might owe, showing that 
most of them would be enlarged propor- 
tionate to the use of the creditor’s money 
in the operation of the bankrupt business. 
All of the money would never have be- 
longed to the debtor and actually had al- 
ways been the property of the creditor, 
who will probably receive nothing, due to 
the priority of “taxes legally due and owing 
by the bankrupt to the United States or any 
state or subdivision thereof.” The writer 
notes that the only reasonable explanation 
of this phenomenon would seem to be that 
due to the state’s sovereignty, it should be 
entitled to priority in bankruptcy proceed- 
ings over general creditors.—Bernstein, 
“Taxation by Ambush,” Commercial Law 
Journal, January, 1952. 


Income Averaging: Advantages and Dis- 
advantages An accountancy journal 
article sets forth five advantages claimed 
by advocates of averaging personal income 
for tax purposes, four of the more obvious 
disadvantages, and lists half a dozen fea- 
tures of income averaging now in our fed- 
eral revenue statutes, although we seldom 
think of these features as such. The Wis- 
consin experience with a state income tax 
law based on a three-year average is noted. 





—Cowing, “Would Averaging of Personal 
Income over Period of Years Be Desirable 
for Tax Purposes?” Journal of Accountacy, 
January, 1952. 


Industrialists’ Island . The benefits 
of Puerto Rico’s tax-exemption program 
are favorable to new and expanding busi- 
nesses, and a member of the Puerto Rican 
bar strongly suggests that the present law 
be amended at an early date to lengthen 
the period of exemption for new industries 
beyond June 30, 1962, the expiration date 
of the Industrial Tax Exemption Act of 
Puerto Rico. Full exemption is provided 
only through June 30, 1959. The author 
warns that with the passage of time, the 
period of full exemption becomes shorter 
and shorter, and consequently less attractive 
to new industry.—Baker, “Tax Exemption 
as a Means of Attracting Industry,” George 
Washington Law Review, January, 1952. 


At the Parting of the Ways Here 
stands the Commissioner of Internal Reve- 
nue as a Silent partner to the proceedings, 
notes a tax author, as he presents considera- 
tions of income and gift tax problems at- 
tendant on divorce. He sets forth requirements 
which alimony payments must meet in order 
to qualify as income taxable to the recipient 
under Code Section 22 (k). 


The article is derived from an address deliv- 
ered before the Committee on Continuing Legal 
Education of the Oregon State Bar.—Von- 
derheit, “Income-Tax and Gift-Tax As- 
pects of Divorce,” Oregon Law Review, 
December, 1951. 


THE ISSUE OF FRAUD AND THE ACCOUNTANT— 
Continued from page 435 





additional income and pay the tax is the 
responsibility of the taxpayer. If you fail 
to advise the client, you may be charged 
with collusion.” 


In the same vein, a responsible former 
Bureau official stated: 

ut in those cases where an account- 
ant conscientiously and to the best of his 
knowledge and ability prepared a return for 
a taxpayer, he has done all that is expected 
or required. Neither the law nor 
the regulations impose any liability or re- 
sponsibility upon the accountant in the 

137, K. Sunderlin, ‘‘Accountants’ Responsi- 
bilities in Preparing Federal Income Tax Re- 
turns,’’ 78 Journal of Accountancy 404 (1944). 
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preparation of a return with regard to mat- 
ters about which he has no knowledge or 
with respect to which the records of the 
taxpayer would not prompt him to make 
the inquiry before preparing the return. 

The accountant does not incur any 
liability or subject himself to criticism 
where information or data is later disclosed 
after the return is filed of which he had no 
knowledge and where he could not have 
reasonably ascertained that such informa- 
tion or data existed at the time of the prep- 
aration of the return.” * [The End] 
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Canadian Tax Letter 


United Nations Exemptions 


Sales and excise tax exemptions are 
granted to United Nations. 


Authority has been granted by Orders 
in Council, P. C. 1945 and 1946, for the 
refund or remission of the excise stamp tax 
on official checks and for the free entry, 
refund or remission of customs duties and 
sales tax imposed under the Customs Tariff 
and Excise Tax Act on certain goods when 
imported into Canada or purchased in 
Canada for sale, use or free distribution 
by the United Nations or its agents and 
by the Food and Agricultural Organiza- 
tion, a specialized agency of the United 
Nations. 


Rents Received from Canada 


A company incorporated in the United 
States which receives rent from land in 
Canada is not subject to general Cana- 
dian taxation thereon. 


The taxpayer, a company incorporated 
in the United States, was taxed as a com- 
pany carrying on business in Canada on 
rents received from farm land which it 
owned in Canada. It had paid the 15 per 
cent tax on its gross income received from 
Canadian sources and submitted that it was 
not liable for further tax on the grounds 
that (1) it was not carrying on business in 
Canada, (2) was not authorized to carry 
on business in Canada and (3) was subject 
only to the 15 per cent tax under the provi- 
sions of the Tax Convention. The Minister 
submitted that the taxpayer was carrying 
on business in Canada. Under the terms 
of the lease, rent was to consist of a per- 
centage of the crop, proceeds from the sale 
of which were turned over to an agent in 
Canada who paid the 15 per cent tax. No 
office was maintained in Canada, and the 
agent was neither an officer nor a share- 
holder of the company. 


The Board upheld the taxpayer. It dealt 
with the case on the basis of a land-and- 
tenant relationship between the taxpayer 


Canadian Tax Letter 


and the person operating the farm, even 
though the rent was a share of the crop. 
It held that it could not be said that the 
taxpayer carried on business in Canada, 
since only one property, which was tilled 
and worked by Canadians, was leased and 
the lease was signed in the United States. 
Article II of the Tax Convention provides 
that rental income is not industrial and 
commercial profits and is, therefore, not 
subject to general taxation in Canada.— 
Peery Estate, Inc. v. Minister of National 
Revenue, CCH CanapIAN TAX REPORTS 
J 86-584. 


Support of Dependents 


‘Residing Outside Canada 


Deductions are allowed a taxpayer for 
support payments made to his wife and 
children who reside outside of Canada. 


The extent to which contributions for the 
support of a spouse or dependent are allow- 
able in determining personal deductions is 
of importance to Canadian immigrants who 
have left such dependents behind them. 
There are no longer any territorial limita- 
tions, and sums_ sent anywhere are 
permissible claims. The sums sent, how- 
ever, must constitute the total support of 
the recipients, and the taxpayer must fur- 
nish documentary evidence of his contribu- 
tions. Money-order receipts, for example, 
constitute satisfactory proof. 


The Department of National Revenue 
permits a taxpayer to claim full marital 
status if he sends his spouse $175 in 
Canadian currency or goods for her support 
during the year. An additional $400 or any 
portion thereof would entitle the taxpayer 
to claim a $400 deduction for child support. 
If he has a second child, any amount over 
$575 entitles him to a second $400 deduction 
for that child. It should be noted that the 
sending of any amount in addition to the 
$175 for the wife will qualify the sender for 
the full deduction of $400 granted for the 
support of a child. However, the full $400 
plus an additional amount must actually be 
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expended before a further $400 may be 
claimed for another child. 


Since children supported in a foreign 
country are not eligible for family allow- 
ances, the exemption for each such wholly 
dependent child under 16 is the same as for 
a child who is 16 years old or over and 
wholly dependent on the taxpayer. 


If money is sent for the support of de- 
pendents other than a wife and child, for 
example, a parent, only the amount actually 
contributed, up to a maximum of $400, is 
allowed. 


Farm Losses 


If the operation of a farm can be. 


proved not to be a hobby, losses in- 
curred are deductible. 


The deceased, who had no previous famili- 
arity with farming, purchased a farm which 
he personally worked and incurred a loss. 
A dispute arose over the disallowance of 
a deduction for farm losses from his income. 
The Minister regarded the loss as a per- 
sonal or living expense, as he contended 
that the farm was not operated bona fide 
with a reasonable expectation of profit but, 
rather, as a hobby. Evidence disclosed 
that the deceased, an immigrant, was unable 
to carry on his own profession in Canada 
and, feeling that he would like farming, 
purchased a farm, despite the fact that he 
had had no previous experience in farming. 
No other occupation was engaged in by 
the deceased, although he had a consider- 
able income from investments. There was 
evidence to show that the deceased actually 
worked on the farm himself but that he 
did not farm in the most economical and 
judicious manner. 


The Board allowed the deduction for the 
loss subject to a possible disallowance of 
any part of it which the Minister determined 
to be a result of a capital expenditure. It 
held that there was no doubt from the 
evidence that farming was the deceased’s 
only occupation and could not be considered 
a hobby. The fact that farming operations 
were not carried on in the most economical] 
manner seemed to the Board to be imma- 
terial, since there is no provision in the 
Income War Tax Act requiring a taxpayer 
to operate his business in the most eco- 
nomical manner.—Petschek v. Minister of 
National Revenue, CCH CANADIAN Tax Re- 
PORTS {| 86-567. 


Wages Paid 
to Farmer’s Housekeeper 


Only the part of the wages paid to a 
farmer's housekeeper which apply to 
her farm duties are deductible. 


A farmer, who testified to being a semi- 
invalid, claimed a deduction for wages paid 
to a woman employed as his housekeeper. 
Part of the housekeeper’s duties consisted 
of milking, washing milking utensils and 
general chores in and about the house. The 
Minister allowed a deduction of only a part 
of the wages paid to her on the ground that 
the rest of the wages were personal or 
living expenses. 


The Board agreed with the Minister, 
saying that the Minister’s allowance of the 
part deduction was reasonable, since the house- 
keeper was engaged in-domestic duties and 
her contribution to the income-earning work 
of the farm was necessarily of a secondary 
nature.—Benton v. Minister of National Rev- 
enue, CCH CANaApIAN Tax Reports { 86-579. 











Code Section 201 (b). There is no indi- 
cation in the statute or committee reports 
that the net income of these departments is 
also subject to the excess profits tax. 


It has been predicted that dividends to 
policyholders will not be affected by the 
new legislation. In fact, favorable operat- 
ing results may permit a 10 per cent in- 
crease in dividend payments in 1952 in 
spite of the tax.” 


FEDERAL INCOME TAXATION OF MUTUAL SAVINGS BANKS— | 
Continued from page 442 








The taxation of mutual savings banks 
will produce an estimated revenue of about 
$70 million.” It is to be hoped that the new 
tax will not impair their efficiency in the 
battle against inflation and that when the 
exigencies of the cold war have passed, 
Congress will restore their tax-exempt 
status as organizations which foster self- 
reliance and economic independence in the 
community. [The End] 





8 Paper cited, footnote 73. 
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81 Hearings cited, footnote 11, at p. 107. 
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Acq. and Non-acq. 


Court Writes New Opinion 
Sir: 


In an item headed “TV Broadcaster Gets 
Bronx Cheer from Court,” you comment on 
and quote from an opinion of the Kentucky 
court of appeals in WAVE, Inc. v. City of 
Louisville. 


The rules of the court of appeals permit 
the filing of a petition for rehearing within 
30 days after the rendition of an opinion. 
Mr. Hubert T. Willis, counsel for WAVE, 
filed such a petition. Mr. Clinton M. Har- 
bison, of Lexington, representing the Ken- 
tucky Broadcasters’ Association, and the 
writer, representing Station WHAS, filed 
briefs as amici curiae. 

The first opinion of the court was with- 
drawn and a new opinion written. The 
later decision confined itself solely to a de- 
termination that a television tower is tax- 
able under Kentucky law. 


The court eliminated from its opinion all 
reference to broadcasting machinery gen- 
erally. Such machinery had never been 
taxed under the Kentucky statutes, because 
it has been considered for 30 years to be 
manufacturing machinery under Kentucky 
Revised Statutes Section 132.200. 


There was obviously no attempt on the 
part of the broadcaster to “evade” a city 
property tax, as your comment gratuitously 
states. Since I am sure you know the vast 
difference between “evasion” and ‘“avoid- 
ance,” I am somewhat surprised to find this 
use of the word “evasion” in the magazine. 


Rosert L. Stoss 
LouIsvILLE, KENTUCKY 


[We are afraid that Mr. Sloss has taken a 
meaning from this item that was not in- 
tended at all. The little item was not in- 
tended as a serious report on the merits of 
the case but, rather, was intended only to 
quote the judge’s baseball analogy. We 
thought some readers, apparently errone- 
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ously, might find humor in the judge’s 
remarks.—Editor.] 


So You Want to Write for TAXES 
Sir: 


As a constant reader and subscriber of 
your publication, I now have aspirations of 
becoming a contributor as well. 


Would you please be good enough to 
inform me of your requirements and/or 
preferences for the physical setup of an 
article submitted for publication or are 
there none? 


MILTon J. JACOBSON 
New York City 


[Our requirements are not too difficult to 
meet. Our primary purpose is to educate 
tax men. Our magazine is not read by the 
general public but is widely circulated 
among attorneys and accountants and those 
in business who are charged with the re- 
sponsibility of handling either the federal 
or state taxes of the firm. Consequently, 
the article should be legal in nature. We 
are not crusading. We are not for or 
against any form of taxation. We deal with 
tax law as it exists. 

Many contributors write on subjects with 
which they have had some recent experi- 
ence. For instance: attorneys base their 
articles on briefs they have filed on cases; 
accountants sometimes base their articles on 
a recent experience with a client’s problem. 


We do not pay for articles submitted, but 
we try to be helpful by supplying our con- 
tributors with a small quantity of the issue 
containing their article and, in addition, if 
they can be used to good purpose, a few 
hundred reprints. 

‘Manuscripts should be typed and double 
spaced. The name of the contributor should 
appear on every page with the number of 
that page. For example, Jacobson, #1, 
Jacobson, #2, etc. Footnotes should be 
typed separately and be appended at the 
end of the article-—Editor.] 
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Tax-Wise 


Meetings of Tax Men 


The Seventh Annual Conference of the 
Tax Executives Institute, Inc., will be held 
at The Greenbrier, White Sulphur Springs, 
West Virginia, September 28 to October 1. 


Twenty-five Years Ago 


When we opened the covers of the June, 
1927 issue of this magazine in search of 
an interesting item for this little report, 
it gave us a strange sense of time standing 
still—Mr. Reiling, who has written our 
lead article for us this month, was also the 
author of our lead article exactly 25 years 
ago! Mr. Reiling, now assistant chief coun- 
sel of the Bureau of Internal Revenue, was 
then, according to the biographical note, 
merely a member of the Chicago bar. The 
article dealt with the application of waivers 
to collection under the various revenue acts. 


Trend for Income Tax Withholding 
ls Downward to Local Level 


The withholding of taxes at the source 
may or may not be good; but, if it is, the 
trend is to make too much of a good thing. 
In some areas, the withholding of the fed- 
eral income tax, as pictured on our cover, 
is only the beginning as the withholding 
idea percolates down to the local level. Sev- 
eral states require withholding, as do cities 
in Kentucky, Ohio and Pennsylvania. 


Possibly the most irritated subject of the 
withholding tax is the employer who is re- 
quired to employ extra bookkeepers to keep 
tab of the deductions and remit them to the 
proper governmental unit. 

In Pennsylvania, withholding assumes 
fantastic proportions. The majority of 248 
minor political subdivisions, which are per- 
mitted by statute to levy an income tax, use 
the employer as their collector. These sub- 
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Taxes... 
Tax People... 
Things Taxed... 


divisions include boroughs, towns, town- 
ships and school districts. As they overlap, 
employers in some areas find themselves 
saddled with the responsibility of deducting 
income taxes for three separate subdivisions 
in addition to those deducted for the federal 
government. 


State Excise Collections 
Continue Upward Climb 


A jump of 11.1 per cent in the state ex- 
cise tax collections from general sales, motor 
fuel and tobacco was registered in 1951 over 
1950, according to compilations by the Fed- 
eration of Tax Administrators. Total collec- 
tions during 1951 amounted to $4,287 million. 


Main cause of the increase was the high 
level of national income with increased con- 
sumption of gasoline and tobacco, the 
federation said. Subsidiary causes included 
new tax adoptions and rate boosts. 


Congressman Assails 
Tax Amortization 


The tax amortization program of the fed- 
eral government under the Revenue Act of 
1950, which permits a rapid tax write-off of 
the cost of erecting defense plants, has been 
assailed by Representative Frank E. Smith 
of Mississippi as being used for the benefit 
of plants “producing everything from soup 
to nuts.” 


In an article which was printed in the 
appendix of the Congressional Record, 
Representative Smith said that the Defense 
Production Administration has approved al- 
most $11 billions for rapid tax write-off in a 
little more than a year. He compared this 
with the similar program carried out during 
World War II, under which the War Pro- 
duction Board approved 54,000 applications 
covering an expenditure of $7.3 billion. 
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Representative Smith also compared con- 
struction permitted tax amortization since 
the commencement of the program with total 
construction in 1951. He said that the total 
investment in tax benefited new facilities 
since the start of the program in October, 
1950, was $17,579,618,000. Total expendi- 
tures on new nonagricultural plants and 
equipment during 1951 were $23.3 billion. 
Thus, it becomes apparent, he said, that the 
government subsidized one half or more of 
the total commercial and industrial con- 
struction in 1951. 


He approved the theory of Congress in 
authorizing the rapid tax write-off but 
stated that there is “a serious question as to 
whether the intent of Congress has been 
violated.” Congressional intent was pre- 
sented as being to give an award to a 
private company for investing millions of 
dollars in plants to be used for military pro- 
duction whose usefulness in normal times is 
highly questionable. The chief concern of 
the DPA, however, was seen only to be 
whether they could process applications fast 
enough, and the test it applied under its 


broad policy as being whether the economy © 


will need an increased supply of the ma- 
terial or service in the next 4 or 5 years, 
instead of the military need. 


One example given by Representative 
Smith of his claim that tax benefits have 
been given to plants manufacturing every- 
thing from “soup to nuts” was that of the 
synthetic-fibre industry. It was his infor- 
mation that amortization of approximately 
$150 million has been given for synthetic 
fibre plant construction. He said that while 
the issuance of these certificates for syn- 
thetic fibres was halted in recent months, 
there is evidence that new applications have 
been filed and are being given consideration. 


The policy of granting amortization to 
this industry was assailed as government 
subsidization of an industry that has been 
the prime cause of unemployment in New 
England. Acknowledging the economic 
forces which have led to the development 
of synthetic fibres, but saying that this de- 
velopment has led to unemployment in New 
England since virtually all of the synthetic 
fibre production is outside of the area, 
Representative Smith declared that its de- 
velopment with the help of tax subsidies is 
not normal economic development and ques- 
tioned the fairness or the common sense of 
the government’s underwriting the produc- 
tion of economic misery. 


Tax-Wise 


The Arithmetic of Tax Amortization 


The savings advantages from the privilege 
of tax amortization are often grossly ex- 
aggerated, says S. Sterling McMillan, as- 
sociate professor of economics at Western 
Reserve University and a consultant of the 
National Production Authority. In the 
January “Report to Business” pamphlet 
published by the university, Professor Mc- 
Millan analyzed the tax amortization pro- 
gram and included a hypothetical illustra- 
tion of the results of tax amortization on a 
$1,250,000 plant expansion of which 60 per 
cent of $750,000 was certified as subject to 
tax amortization. A yearly income of 
$350,000 before depreciation and income 
taxes was assumed. The arithmetic of the 
results under tax amortization are compared 
with a like plant expansion where no rapid 
tax write-off was used and the normal de- 
preciation rate was 4 per cent. Emergency- 
period regular and excess profits taxes were 
assumed at 60 per cent with an assumed 
drop to 40 per cent at the end of the emer- 
gency. The following tabulations were 
given for the five-year emergency period: 


Tax Normal 
Amor-  Depre- 
tization ciation 
Income before deprecia- 
tion and taxes 
Amortization or 
ciation deduction 


$350,000 $350,000 
depre- 
150,000 50,000 


Net income before taxes. .$200,000 $300,000 


Income tax at 60 per 
cent average rate 120,000 


180,000 


Net profit 
facility 


from the 


$ 80,000 $120,000 


Professor McMillan’s analysis of the 
arithmetic is as follows: 


“The government collects $60,000 less tax 
under tax amortization, but it should be 
observed that the books of the corporation 
show less actual profit ($80,000 as against 
$120,000) available to stockholders. The 
cash outgo is $60,000 less but there is a 
book charge of $100,000 more under tax 
amortization. After the emergency the book 
charge for depreciation is less and if there 
are net earnings the cash outgo is increased 
‘as compared with operations without benefit 
of certification. Then, on the basis of the 
stated assumptions, post-emergency de- 
preciation on the $500,000 remaining book 
value for the remaining life of 20 years 
would be only $25,000 a year as against the 
normal $50,000. Each year, therefore, earn- 
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ings would be $25,000 greater. Taxes at 
the assumed rate of 40 per cent would take 
$10,000 and so net income after taxes would 
be $15,000 larger. In 20 years, assuming 
profitable operation in all years, the govern- 
ment collects $200,000; during the five year 
emergency period it had foregone $300,000. 
The company has a new facility largely 
charged off and the use of the money mean-. 
while. The government has achieved the 
increased capacity and has collected income 
taxes on earnings from the facility during 
the emergency period.” 


Canton, Ohio, Enacts 
One Per Cent Wage Tax 


An ordinance imposing a 1 per cent tax 
on wages was approved by the mayor of 
Canton, Ohio, on April 29, 1952. The new 
taxing provision requires employers to de- 
duct the tax from all compensation paid city 
residents and from all compensation paid 
nonresidents for work done or services per- 
formed within the city. The tax goes into 
effect July 1, 1952, and will continue until 


June 30, 1957. 


Some Want It Dry; 
Others Want It Extra-Dry 


Two initiative petitions concerning alco- 
hol sales are being circulated in Oregon. 
One would permit the sale of liquor only 
by the drink; the other would ban the sale 
of alcoholic beverages entirely. The re- 
quired number of signatures must be ob- 
tained by July 3 to place the measures on 
the ballot. 


Eight Treaties Reduce Withholding 
Taxes on Dividends to Nonresidents 


The required 30 per cent withholding tax 
on dividends paid by United States corpora- 
tions to nonresident alien individuals and 
nonresident foreign corporations has been 
reduced by tax treaties with eight nations. 


The withholding tax rate schedule is the 
same for seven nations: Canada, Denmark, 
Ireland, the Netherlands, New Zealand, 
Switzerland and the United Kingdom. 
Dividends to nonresident foreign aliens and 
nonresident foreign corporations of these 
countries are subject to a withholding tax 
of 15 per cent. Dividends to a nonresident 
foreign parent corporation (by an American 
subsidiary) are subject to a 5 per cent with- 
holding tax. 


The tax treaty with Sweden fixes the 
withholding tax at 10 per cent on dividends 
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to both individuals and corporations with 
no provision for taxing a foreign par- 
ent corporation. 


Sales Tax Levied 
in 116 California Cities 


There are 116 cities now levying a sales 
tax in California. Of this number, 44 also 
make a use tax levy. The majority of these 
cities, 78, make a sales tax levy of % of 1 
per cent; 36 have a 1 per cent sales tax, 
while 2 levy % of 1 per cent 

Of the cities making a use tax levy, 29 


levy % of 1 per cent, 14 levy 1 per cent, 
while one levies % of 1 per cent. 


Tax Benefits for Western 
Hemisphere Trade Corporation 


Certified public accountants of Mobile, 
Alabama, were told recently of the tax 
benefits realized by a Western Hemisphere 
Trade Corporation in a speech delivered by 
Edward J. Cooper, Mobile CPA. 


After reviewing requirements for the or- 
ganization of such a business under provi- 
sions of the Internal Revenue Code, Cooper 
compared an ordinary corporation and a 
Western Hemisphere Trade Corporation both 
having a net taxable income of $100,000. He 
pointed out that the latter would realize a 
tax saving of $14,040 on normal tax and sur- 
tax and $18,000 on excess profits taxes for 
a total tax saving of $32,040. 


Because of the many legal complications, 
however, which are involved in doing busi- 
ness as a Western Hemisphere Trade Corpo- 
ration, Cooper advised that any move by a do- 
mestic exporter to establish a separate cor- 
poration of this type be undertaken only in 
close collaboration with an attorney. 


State Sales and Use Tax Legislation 


In Michigan, Acts 165, 166 and 264 make 
the following additions to the sales and use 


tax exemptions: materials used or con- 
sumed in the industrial processing of cata- 
logues, sales price lists, sales pamphlets or 
hand bills purchased by a printer, advertis- 
ing agency, manufacturer or merchant; ma- 
terials used in the industrial processing of 
newspapers and periodicals; sales to persons 
licensed to operate commercial radio or 
television stations; and property used by 
public or parochial schools for automobile 
driving courses. 

Act 165 also provides that the sales tax 
exemption relating to the use or consump- 
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tion of property does not apply to the trans- 
fer of food, fuel, clothing or any similar 
property for personal or human consump- 
tion. All three acts were approved and 
became effective April 24, 1952. 


Mississippi’s use tax act has been recodi- 
fied by H. B. 548 to change the definition of 
“maintaining a place of business in this 
state” to make liable to the tax persons pro- 
viding any service taxable under the sales 
tax law. The change also permits the use 
of out-of-state sellers as agents for collec- 
tion of the tax. The gross income of a 
public utility on which the sales tax has 
not been paid becomes subject to the use 
tax, aS does gas moving into Mississippi 
across State lines. Approved April 14, 1952; 
effective May 1, 1952. 


H. B. 918 amends the existing Mississippi 
sales tax law. It authorizes the Commis- 
sioner to prescribe a bracket system for the 
collection of the tax and abolishes the use 
of tokens. The need for annual returns is 
abolished and the date for monthly filings 
is changed from the 15th to the 20th of each 
month. Approved April 16, 1952; effective 
May 1, 1952. 


New York’s authorization to impose sales 
and use taxes and taxes on utility services 
has been extended to July 1, 1955, by Chap- 
ter 232. A new provision provides that 
returns and taxes due thereon for April 
through May 31, 1953, shall be due by June 
20, 1953. Thereafter, such returns shall be 


.sales and use tax. 


due for quarterly periods ending on the 
last days of August, November, February 
and May. Approved and effective March 
26, 1952. 


The gross receipts tax upon dealers in 
merchandise is limited in New York, by 
Chapter 234, to 1/10 of 1 per cent where 
the spread or difference between the cost 
and sales price of goods is in the nature of 
a commission and is above 3 per cent but 
not more than 5 per cent. The new law 
also granted authorization to increase the 
financial business tax from 2/5 of 1 per 
cent to 4/5 of 1 per cent. Approved March 
26, 1952; effective July 1, 1952. 


Emergency tax increase extension in 
Rhode Island includes the retaining of the 
2 per cent sales and use tax until May 31, 
1953. H. B. 684 also extends the 5 per 
cent business corporation tax through 1952 
and the 7 per cent pari-mutuel wagering tax 
until June 30, 1953. Approved April 23, 
1952. 


Also in Rhode Island, H. B. 698 exempts 
coffins, caskets, shrouds and other burial 
garments sold by funeral directors from the 
Approved and effective 
April 16, 1952. 

A new Virginia law, Chapter 323, permits 
reciprocal tax suits in Virginia courts by 
other states and their political subdivisions. 


Approved March 12, 1952; effective June 
28, 1952. 


City Tax Calendar... 


July 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and pay- 
ment due. Pennsylvania: Erie employer 
withholding tax reports and payment 
due; Scranton employer withholding tax 


reports and payment due; Scranton 
School District employer withholding re- 
ports and payment due. Washington: 
Seattle occupation tax reports and pay- 
ment due; Tacoma occupation tax reports 
and payment due. 

July 20—Louisiana: New Orleans sales and 
use tax reports and payment due. New 
York: New York City sales and use tax 
reports and payment due. 

July 25—New York: New York City con- 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due, 

July 30—Pennsylvania: Philadelphia income 
tax reports and payment on wages and 


Tax-Wise 


salaries not withheld at source due. Utah: 
Provo merchant and retailer tax reports 
and payment due. 


July 31—California: Los Angeles monthly 
sales and use tax reports and payment 
due; Los Angeles quarterly sales and use 
tax reports and payment due; Oakland 
sales and use tax reports and payment 
due; San Francisco sales and use tax re- 
ports and payment due. Kentucky: Louis- 
ville personal income tax withholding 
agent payment due. Ohio: Columbus 
employer withholding reports due; Day- 
ton employer withholding reports and 
payment of tax if $50 or more due; 
‘Springfield employer withholding tax re- 
ports and payment due; Toledo employer 
withholding tax reports and payment due; 
Youngstown employer withholding tax 
reports and payment due. Pennsylvania: 
Philadelphia withholding reports and pay- 
ment due. 
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State Tax Calendar 


Since taxes in relation to business are 
growing in complexity, more space is being 
devoted to the presentation of articles ex- 
planatory of this ever-changing picture. 
Therefore, the State Tax Calendar will 
include the report and payment due dates 
for only the important taxes—franchise, 
income and property. If the states in which 
you have interests are not listed, there are 
no franchise, income or property tax reports 
or payments due therein for the month 
covered. 


ARIZONA: July 1—Property reports from 


airline companies due. 


ARKANSAS: 
stallment due. 


COLORADO: July 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. July 31 
—Property tax second installment due. 


DELAWARE: July 1—Franchise tax due. 
July 30—Personal income tax second in- 
stallment due. 


DISTRICT OF COLUMBIA: July 31— 
Personal property reports due (last day). 


FLORIDA: July 1—Franchise tax reports 
and payment due. 


ILLINOIS: 
(last day). 


INDIANA: July 1—Property tax reports 
and payment from navigation companies 
due. July 30—Corporation reports due 
(last day). : 


KENTUCKY: July 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


MARYLAND: July 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


MASSACHUSETTS: July 1—Real and 


personal property taxes due. 


MISSISSIPPI: July 15—Franchise tax re- 


ports and payment due. 
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July 21—Property tax in- 


July 31—Franchise tax due 
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NEBRASKA: July 1—Occupation tax re- 
ports and payment from domestic corpo- 
rations due.—Personal property tax second 
installment due. July 31—Occupational 
tax reports and payment from foreign cor- 
porations due (last day). 


NEVADA: 
due. 
day). 


NEW MEXICO: July 15—Corporate in- 
come tax second installment due.—Per- 
sonal income tax second installment due. 


NEW YORK: July 1—Village property 
tax due (last day). July 15—Personal 
income reports and payment of second in- 
stallment of tax due. 


NORTH CAROLINA: July 31—Fran- 
chise tax reports and payment due. 


NORTH DAKOTA: July 1—Property re- 
ports from railroad and telephone com- 
panies due. 


OHIO: July 15—Franchise tax due. 


OREGON: July 15—Corporation license 
reports due (last day).—Excise (income) 
tax second installment due.—Personal in- 
come tax second installment due. July-31 
—Withholding tax reports and payment 
due. 


TENNESSEE: July 1—Corporation tax re- 
ports and payment due. Excise (income) 
tax reports and payment due.—Franchise 
tax reports and payment due. 


WASHINGTON: July 1—License tax re- 
ports and payment from foreign and 
domestic corporations due. 


WEST VIRGINIA: July 1—License tax 
reports and payment from domestic cor- 
porations due. 


WISCONSIN: July 10—Property tax first 
installment from railroad, telegraph, 
sleeping car and express companies due. 
July 31—Real property tax semiannual 
installment due. 


WYOMING: July 1—License (franchise) 
tax reports and payment due. 


July 1—Corporation reports 
July 14—Property reports due (last 
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Federal Tax Calendar 


July 15 

Due date, by general extension, of returns 
‘or the fiscal year ended January 31, 
1952, in the case of (1) foreign partner- 
ships, (2) foreign corporations which 
niaintain offices or places of business in 
the United States, (3) domestic corpora- 
tions which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Regulations 
111, Section 29.53-3 (a).) Forms: (1) 
Form 1065; (2)-(4) Form 1120; (5) 
Form 1040. 

Due date, by general extension, of non- 
taxable returns for fiscal years ending 
February 29, 1952, in the case of fidu- 
ciaries for estates and trusts, but not 
returns of beneficiaries or other distrib- 
utees of such estates or trusts. (Regu- 
lations 111, Section 29.53-3 (b).) 

Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for June. Form 957. 

Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions for 


all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


July 31 


Returns for excise taxes due for June. 
Forms: 726, 727, 728, 728 (a), 729, 932. 


Employers’ quarterly returns and pay- 
ment (by depositary receipts or cash) 
of the following taxes for the second 
quarter of 1952: (1) employees’ tax 
withheld under Code Section 1401; (2) 
employers’ tax under Code Section 1410; 
and (3) income tax on wages with- 

‘held under Code Section 1622. With 
respect to such taxes for June, the 
employer may either include with his 
return (Form 941) direct remittance to 
the collector or attach to such return 
a depositary receipt for the amount 
validated by a federal reserve bank. 
Where the return on Form 941 is ac- 
companied by depositary receipts (Form 
450) showing timely deposits in full 
payment of the taxes due for the entire 
second quarter, the return may be filed 
on or before August 10. (Regulations 
116, Sections 405.601, 405.606. ) 





Other Helpful, Informative CCH Magazines 


Labor Law Journal 


* Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
Journal publishes incisive articles concerned with the 
intimate and complex relationship of Law, Labor, 
Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 
pivotal labor law problems. 


Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 


monthly; subscription rate—$6 a year. Sample copy 
on request. 


Insurance Law Journal 


*& Month after month, this helpful magazine presents A a 
timely articles on pertinent subjects of insurance law, Gnourance 
digests of recent decisions, comments on pending 

legislation, rulings of state commissioners and attor- Law 
neys general, and other features reflecting the chang- 

ing scene of insurance law. The Journal is edited 

exclusively for insurance law men, by insurance law 

men. Emphasis is on the insurance law fields of Life, 

Health and Accident, Fire and Casualty, Automobile, 

and Negligence. Issued monthly; subscription rate— 

$10 a year, including a handsome binder for per- 


manent filing of each monthly issue for a year. Send 
for a sample copy. 


Food Drug Cosmetic Law Journal 


* Essentially, the purpose of the Journal is to stimu- 
late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 
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